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Banking and The Uniform 
Commercial Code 


An Argument For Adoption 


By ARTHUR E. SUTHERLAND 
Professor of Law, Harvard University 


Sometimes it is difficult to say whether in any field of law 
there are more complaints because of absence of renovation 
and reform, or more complaints at the prospect of such a 
change. At any rate, one impression comes, I think, to every- 
one who attempts to work in the field of improving the law 
and making it clearer and more efficient. One finds that many 
people who have become used to the present state of affairs 
prefer to cling to the accustomed rather than to undertake the 
work of change, even in the presence of deficiencies, outworn 
features and devices which no longer meet the need of con- 
temporary -business. And yet we all know that the law must 
be kept up to date if, in the busy world of 1955, we are to 
avoid the difficulties of operating with rules of the game made 
a half-century before, when business conditions and the whole 
commercial and economic scene were drastically different. 

The framework of American commercial law is made up in 
large part of a series of more or less uniform statutes, most of 
which are in force in the busiest commercial states. The oldest 
is the Negotiable Instruments Law governing checks, notes, 
drafts and similar commercial paper, which was approved by 
the Commissioners on Uniform State Laws, a body of officials 
representing the several states, in the year 1896. The Com- 
missioners approved the Uniform Sales Act in 1906 and in 
the same year approved the Uniform Warehouse Receipts Act. 
In 1909 came the Uniform Bills of Lading Act, and in 1918 
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the Uniform Conditional Sales Act. The Bulk Sales Act 
which appears in various forms is not a product of the Uni- 
form Commissioners; it was adopted in two states as early as 
1899 and during the next fifteen years spread throughout the 
country. The American Banker’s Association Bank Collec- 
tion Code had its first adoption in 1929, and has been passed in 
less than half the states. The Uniform Trust Receipts Act dates 
from 1933. 


There have been amendments, uniform and other, to some 
of these statutes, but the fact remains that the general frame- 
work of American statutory commercial law is in part nearly 
sixty years old and in one of its newest and most puzzling parts 
dates from 1933. Meantime business habits have been changing 
quite rapidly. Consumer finance has been going up at the 
rate of a jet airplane. The April, 1955 Federal Reserve Bulle- 
tin on page 408 shows total consumer credit in 1941 as $9,172,- 
000,000. In 1954 the amount outstanding was $30,125,000,- 
000 of which automobile paper represented about one-third. Of 
this the total installment credit was $22,000,000,000 about $8,- 
600,000,000 of which was held by commercial banks. Banks 
held more installment credit than sales finance companies by 
over $2,000,000,000. Such figures are undoubtedly common- 
places to bankers but they continue to surprise lawyers like me. 


In 1949 in the course of an opinion of the Supreme Court 
of Indiana, in Department of Financial Institutions v. Gen- 
eral Finance Corp., 227 Ind. 373, 86 N.E.2d 444, Judge Em- 
mert pointed out that General Finance Corp. had an annual 
gross business of $400,000,000, that it did $10,000,000 in 
Indiana alone annually; that it had an agreement with a 
Chicago bank and a St. Louis bank to sell to them without re- 
course retail installment sales contracts bought in Indiana; 
that it likewise had a standing arrangement with the First 
National Bank of Chicago to pledge large amounts of such 
contracts with that bank as trustee for approximately 75 banks 
located in 20 states. Obviously secured consumer finance is 
of immense and increasing importance to American bankers. 


There are other developments in the law changing the situa- 
tion that our fathers and grandfathers knew. There is the 
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increasing use of accounts receivable as respectable collateral, 
noticed by a study of the New York Law Revision Commission 
made in 1946 and reported as New York Legislative Docu- 
ment 65K of that year. Demands in the business community 
for arrangements by which a safe lien may be created covering 
a revolving stock of goods are giving rise to new legislation 
such as that which, improved by a series of amendments, has 
recently become law in New Hampshire. It is discussed, at 
one stage, in Manchester National Bank v. Roche, 186 F.2d 
827 (1st C. 1951), and appears as Chapter 262A Revised Laws 
of New Hampshire (1951, Chapter 218). Quite evidently the 
conditions of commerce are not those of 1900. 


Three questions may well arise in the minds of practical 
bankers. Is there a need for modernization in our law of com- 
merce? If so, how should this improvement be made, by piece- 
meal amendment to the divers existing statutes, or as a co- 
ordinated study and revision, And finally, if the Uniform 
Commercial Code, drafted by the Commissioners appointed 
by the several States and by the American Law Institute is 
to be considered as an overall revision, has it worked well or 
badly in Pennsylvania where it went in force July 1, 1954? 


The Committee of the American Bankers’ Association on 
the Uniform Commercial Code in its report of October 17, 
1954 opposes the adoption of the Uniform Commercial Code 
as a whole, but clearly recognizes the need for improvements 
in the law of commercial paper, bank deposits and collections, 
bulk transfers, and investment securities. It particularly en- 
dorses revision of the law concerning secured transactions. The 
latter is certainly necessary, as in many states, there are sepa- 
rate provisions for creating security by chattel mortgage, by 
conditional sale, by trust receipts, and by other devices al- 
though all fundamentally seek the same end. 


Great respect is due to the study made by the American 
Banker’s Association Committee on the Uniform Commercial 
Code, whose able and energetic Chairman, Mr. George F. Tay- 
lor of Pittsburgh today is presenting his views here. Clearly, 
like the Law Institute and the Commissioners on Uniform State 
Laws, the American Bankers’ Association Committee felt that 
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the law of commerce needs improvement. We are all in agree- 
ment on this point. 

This brings me to my second question,—one of method,— 
and here the American Banker’s Association Committee dif- 
fers from the groups sponsoring the Code. The American 
Bankers’ Association Committee, while agreeing that the law 
was in need of improvement, felt that it should be improved in 
separate parcels rather than in one coordinated whole. I hesi- 
tate to set myself up as an authority on banking needs in the 
presence of many learned and experienced bankers, but I might 
say that I practiced law for fifteen years in a middle-sized city 
in the state of New York and was two years a Commissioner 
on Uniform Laws of that state having something to do with 
the preparation of the Uniform Commercial Code. I have had 
some other experience in drafting statutes in the commercial 
law field enacted by the legislature in New York. I feel that 
one of the difficulties that we find in our commercial legislation 
is precisely the piecemeal manner of its growth. Particularly 
in the field of security law it is desirable from the point of view 
of lending institutions that there be a systematic and unified 
revision, to replace the kind of legal scrambled-egg we have at 
the present time. I am pleased to see on page 77 of the Report 
of the American Bankers’ Association Committee a statement 
about this subject, and about our Commercial Code treatment 
of it, in Article 9—that “there is great need for a new uniform 
statute or statutes in this field, and that Article 9 contains a 
brilliance of concept and a boldness of approach that cannot 
be ignored and should not be discarded.” 

The Uniform Commercial Code has not been the product 
of unrealistic dreamers and visionaries. I assure you that if 
you had sat in on the gathering of hard-headed lawyers, bank- 
ers, legislators, scholars and judges who worked out this statute 
through the years, you would have been convinced that it was 
intended to and did work desirable changes of an adaptive and 
constructive nature in our commercial law and did not create 
a revolutionary upset in the things we are used to doing. Build- 
ing on the experience with the old uniform acts the Code pre- 
sents revisions in the law of Sales (Art. 2); Negotiable In- 
struments (Art. 8); Bank Deposits and Collections (Art. 
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4); Documentary Letters of Credit (Art. 5); Bulk Transfers 
(Art. 6); Warehouse Receipts, Bills of Lading and Other 
Documents of Title (Art. 7) ; Investment Securities (Art. 8) ; 
and Secured Transactions, sales of accounts, contract rights and 
chattel paper (Art. 9). 

The House of Delegates of the American Bar Association 
is a realistic group of people, with wide experience in all fields 
of the law including, of course, that of advising bankers. At 
the meeting of the House of Delegates, September 20, 1951 
in New York City that body voted unanimously to approve the 
new Code.’ The General Court of the Commonwealth of Mass- 
achusetts, in 1953 set up a Special Commission to Investigate 
and Study the Uniform Commercial Code. This body was 
formed of legislators of both Houses, and of private lawyers 
selected for their familiarity with the law of commerce. This 
report was handed down in January, 1954.2 The majority of 
this Commission, six members, recommended to the General 
Court that it enact 


“In the field of bank operations the effect has been understand- 
ably negligible. There has been no interference with mass handl- 
ing techniques. In fact, my own recent experience in applying 
the Code to a problem involving the use of ‘drafts’ by insurance 
companies to collect premiums from policyholders left me with a 
warmer feeling for Articles 3 and 4. While some of my brother coun- 
sel from non-Code states were fussing with majority, minority, etc. 
rules of the NIL, and limited coverage provisions of the Bank 
Collection Code, I was able to relax in the certainty of the Code 
on such moot points as ‘payable through’ items, handling respon- 
sibilities on non-negotiable items in bank collection channels. 

“T feel that the amendments proposed in supplement No. 1 
will iron out some of the wrinkles and fill in some of the ‘holes’ 
in the Code road, that the past year’s experience has uncovered 
in Pennsylvania. To other states we say: ‘Come on in, the water 
is fine for swimming and then we can also reap the benefits of 
uniformity.’ ” 


This great new comprehensive statute has been carefully 


1 American Bar Association Journal, November, 1951, Vol. 37, page 873. 

2 House No. 2400 January 1954. The Commission consisted of Sen. Ralph V. Clampit, 
Chairman; Sen. Michael A. Flanagan; Rep. C. Henry Glovsky, Vice Chairman (resigned) ; 
Rep. Joseph P. Graham; Rep. William E. Hays; Rep. Carter Lee, Vice Chairman; and 
Messrs. John Dane, Jr., Walter D. Malcolm, Lowell S. Nicholson, and Oscar A. Schlaik- 
jer. 
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prepared by thoughtful people. Without being revolutionary 
or upsetting existing law, it has cleared up a lot of puzzles, and 
has accomplished many of the good things mentioned in the 
report of the American Bankers’ Association. Finally, in 
nearly a year of actual operation in Pennsylvania, it has made 
life simpler and easier and more efficient for the Pennsylvnia 
bankers operating under it. 


“. .. this enlightened and important, more precise, more 
flexible, more useful and more uniform simplification, moderniza- 
tion and improvement of the commercial law of the Common- 
wealth of Massachusetts.” 


A minority of the Commission, Senators Clampit and Flanagan 
and Mr. John Dane, Jr. wished further study to be given, and 
further proposed that an interstate compact be considered by 
which a number of states might agree on adoption. 

No piece of legislation has ever been perfect. Perfection 
could only come when every result produced by the law in ques- 
tion was satisfactory to everybody concerned and this will 
never happen in our world. All law grows and changes, and 
the Uniform Commercial Code, like other laws, will never be 
free from discussions of change. An example in point is the 
collection of criticisms in the report of the American Bankers’ 
Association Committee. These suggestions are of great value. 
The American Law Institute and the Commissioners on Uni- 
form State Laws, in a report brought out this year, recom- 
mended a number of changes in details many of which accord 
with those of the American Bankers’ Association Committee. 

From time to time one hears an observation, ““Why don’t you 
get the Code perfected and then ask us to enact it?” When 
a piece of legislation reaches the point where it is on the whole 
desirable and beneficial, there comes the time to enact it and 
put it into force and not go on forever polishing it in an effort 
to eliminate all conceivable criticisms. The question at’ the 
present time, it seems to me is whether we have a workable and 
useful Code. I think we have. I think the Code in its present 
form, even without the amendments in detail of last winter 
would have been a highly desirable piece of legislation, in other 
states as it was in Pennsylvania. We can still make small 
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perfecting changes here and there as needs are pointed out,— 
this has been the history of the old Uniform Laws. But the 
Code as it stands is a useful piece of legislation. 

This is not the time or place to take up detailed legal pro- 
visions, but I would like to point out two great improvements 
in the law affecting bankers, which the Code proposes. 

A substantial worry which bank lawyers have had for many 
years arises out of the famous United States Supreme Court 
case of Benedict v. Ratner.’ .Under this decision, whenever a 
bank takes as security for a loan an assignment of accounts re- 
ceivable or a pledge of a stock of goods, the bank must exercise 
continual vigilance over the accounts and over the stock of 
goods and must carefully avoid allowing the assignor of the 
accounts or the mortgagor of the inventory to exercise un- 
fettered control over the accounts or the inventory. This is, 
unfortunately, a mater of degree, of judgment, varying beween 
different loans. In case of any bad guess, if the borrower be- 
comes bankrupt the bank may find that its security is complete- 
ly valueless. This pitfall keeps many a lawyer scared in the 
dark of the night. The Uniform Commercial Code, Section 
9-205 has wiped Benedict v. Ratner off the books. This change 
follows the trend suggested by the New Hampshire statute 
I mentioned earlier,——it is a characteristic modernization of our 
law and will eliminate a great deal of concern. 

Probably the greatest improvement found in the Uniform 
Commercial Code, in my judgment, is the creation of a single 
arrangement for security which can replace chattel mortgages, 
conditional sales, bailment leases, trust receipt transactions or 
any of the other many devices which, for historical reasons, have 
grown up separate and distinct, often in the same states. Art- 
icle 9 of the Code, for the first time in the history of commercial 
law, sets up a coordinated system of security (other than real 
property) forloans. It well deserves the good words spoken by 
the American Banker’s Association Committee which I quoted 
at the beginning of this discussion. 

There are many other features of the Code which appeal 
to me as a one-time practitioner of banking law. I have given 
two important samples. But to end what I say on my second 


3268 US 353 (1925). 
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question, I not only think that piecemeal amendment of exist- 
ing statutes as proposed by the American Bankers’ Associa- 
ion committee is less efficient than comprehensive revision: I 
think that if we throw out the Code, we are, as a practical mat- 
ter, due for little or no uniform improvement. There is no 
drive behind the pieeemeal proposal. The energy and experi- 
ence which was mobilized for the Code do not exist elsewhere. 

My last question concerns the proof of the pudding. I 
started this discussion by saying that a proposed change of 
statute always makes people worry. They think over the new 
provisions and they wonder whether the change would produce 
bad results. If there is no experience to go on, they have to 
think up, as well as they can, the situations to which the legis- 
lation would apply, and see how the new law would work in these 
imagined circumstances. Dean Ames of the Harvard Law 
School, a great expert in the field of commercial paper, writing 
in the Harvard Law Review in 1900‘ described many defects, 
as he considered them, in the Negotiable Instruments Law of 
1896. Loess serious, he thought, were its undesirable omissions. 


“But [he wrote] if the preceding criticisms are well founded, 
the errors and imperfections of the Negotiable Instruments Law 
are so numerous and so serious that, notwithstanding its many 
merits, its adoption by fifteen states must be regarded as a mis- 
fortune, and its enactment in additional states, without consider- 
able amendment, should be an impossibility.” 


As theoretical matters, many of Dean Ames’ criticisms were 
well-founded, yet the rest of the States went on to adopt the 
statute, with a few minor local varriations, and in practical 
operation the Negotiable Instruments Law in the fifty-nine 
years of its life, has been of great advantage to the commercial 
law of the United States. Today in Pennsylvania we have had 
nearly a year of actual operations under the new Uniform 
Commercial Code. What is the result there? There we have 
the proof of the pudding. We are now studying the statute 
as it actually operates, not as we think it will operate. 
Within the last few days I have sought for and obtained 
opinions from a number of the senior officers of some of the 


*“The Negotiable Instruments Law,” 14 Harvard Law Review 32 (1900). 
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largest banks in Pennsylvania, concerning their experience 
with the practical operation of the Uniform Commercial Code. 
I should like to read a few quotations from these letters. I think 
that I should say that they represent the individual opinions 
of these gentlemen and of course are not corporate statements 
of the banks concerned. All of them express general approval 
of this legislation, and all find that it has operated beneficially 
in the state of Pennsylvania. I stress this latter point because 
in many discussions people have said that while perhaps the 
Code would be a good thing if it were adopted in a great many 
‘states, it might not be a good thing for the first few states which 
take the plunge. As my friends’ letters indicate Pennsylvania 
has demonstrated the contrary. 

Mr. Frank R. Denton, Vice Chairman of the Board of the 
Mellon National Bank and Trust Company of Pittsburgh 
wrote on June 6, 1955 explaining in the first place that the 
adoption of the Code required a considerable amount of study 
by the bank’s attorney’s and staff members to accustom them 
to the new provisions. The bank’s Counsel prepared a booklet 
“Summary of Article 9 Secured Transactions” as a ready ref- 
erence guide, which was found to be helpful. The bank, Mr. 
Denton writes, is affected principally by the articles on ne- 
gotiable paper, bank collections, investment securities and 
secured transactions. He continues 


“Of course, Articles 3 and 4 have produced little change in the 
bank’s operating procedures, involving principally desirable re- 
vision and clarification of previous law. 

“Our handling of corporate trust matters has not been changed 
by the Code but easier handling of certain transactions, in our 
opinion, would be possible under Article 8 if the Code were adopted 
by other states. 

“Article 9 has produced the greatest change in the handling of 
transactions governed by it and we have found that such trans- 
actions are easier to handle than under the old law, due largely, 
we believe, to the elimination of distinction between the various 
types of security instruments and the simplification by ability to 
use a single type of security instrument. 

“Although we have encountered no major difficulties in the 
interpretation of the Code nor in our operations under it, our 
study has raised some questions which are still unanswered and 
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could cause future difficulties. When encountered, these may or 
may not have major importance. These questions have been gen- 
erally recognized and we are pleased that amendments have been 
proposed and accepted by the sponsors of the Code. We are in- 
formed that these amendments have been or will be incorporated 
into the Code as introduced in Massachusetts. We assume that, 
as with any other statute, continued improvement will be made by 
appropriate amendment as further study and practice indicate the 
desirability for revisions. 


“In summary, our operations were adjusted to those provisions 
of the Code which affected our business without difficulty and 
have been conducted satisfactorily under the Code which has 
proved to be entirely workable so far as our business is concerned. 
Our experience, so far, indicates to us that the Code represents a 
worthwhile improvement over the laws which it superseded and an 
advance in the field of Commercial Law. We believe that the 
Code is a better basis for continued improvement in this field than 
the old laws would have been.” 





Mr. Howard C. Petersen, President of Fidelity-Philadel- 
phia Trust Company of Philadelphia wrote on June 3, 1955 


“. . . I thought that you might like to have an expression of 
opinion from a bank as to our experience under the Code in Penn- 
sylvania. Needless to say, having pioneered in its adoption in 
Pennsylvania, we would like to see it adopted by other leading 
jurisdictions such as your own. 


“We have operated under the Uniform Commercial Code for 
almost a year with little difficulty. Our experience indicates that 
those provisions of the Code relating to banking transactions, 
particularly Article LX, open the door to simplifications in our pro- 
cedures and flexibility in our practices. 


“Nothing in the Code has presented an impediment to our 
normal and customary operations, and no special problems have 
arisen which concern us to any serious degree. A few provisions 
of the Code should be further clarified, but this, of course, is the 
problem of every new statute. Most of the technical deficiencies 
in the Code which have been of concern to us have already been 
recognized and in Pennsylvania will soon be corrected by amerid- 
ments. 


“Tt has seemed to us that a recodification and modernization 
of commercial law in Pennsylvania has been long overdue, and 
we earnestly hope the further benefits attainable through inter- 
state uniformity also will be realized in the near future. In our 
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opinion, the greatest defect in Pennsylvania’s Code is that no 
other state has enacted similar legislation. 


“To the extent the Code presents clear courses of action, pro- 
motes flexibility, permits simplified procedures, and minimizes 
litigation, our costs of doing business will eventually be reduced. 
We believe these advantages will inure to the benefit of our cus- 
tomers and ultimately to the community as a whole.” 


I have similar letters from Mr. Frederick A. Potts, Presi- 
dent of the Philadelphia National Bank of Philadelphia, Mr. 
C. A. Sienkiewicz, President of the Central-Penn National 
Bank of Philadelphia and Mr. John D. Dupuis, Vice Presi- 
dent in Charge of Loans of the Peoples First National Bank 
& Trust Company of Pittsburgh. 

Mr. James V. Vergari, Vice President and General Coun- 
sel of the Federal Reserve Bank of Philadelphia wrote on June 
8 of attending several clinics and seminars on the operation of 
the Uniform Commercial Code in Pennsylvania attended by 
more than a thousand businessmen, bankers and lawyers, from 
all classes of banks, large, medium and small, country and city; 
he also speaks of getting the opinion of about fifty bankers 
individually concerning their experience under the Code. The 
comments about lending under the Code, he writes, were uni- 
formly favorable. 

Mr. Vergari’s letter is particularly interesting because he 
tells of adverse criticism as well as favorable comments. The 
adverse comments first concern the filing fees charged by local 
recording officers which are, of course, within State legisla- 
tive control; other comments indicate that some persons extend- 
ing credit obtain liens on the assets of various borrowers and 
thus come ahead of a bank which later attempts to get some 
kind of a lien on the same security. It scarcely seems a valid 
criticism of legislation that the form of mortgage it provides is 
efficient so that a later lender cannot get part of the security 
away from the earlier lender. Mr. Vergari recognized this 
in his comments. He writes: 


“The comments about lending under the Code were uniformly 
favorable. Some were even mildly enthusiastic. Generally, the 
remarks might be phrased as: ‘After you have handled one or two 
loan transactions under the Code, you find that taking security 
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is much simpler and less burdensome than under the hodge-podge 
of previous laws.’ A country banker (about $5 million deposits) 
wrote that making loans on dairy cattle herds and farm equip- 
ment was much easier and less costly under the Code. Another 
old timer in the agricultural credit field made somewhat the same 
comment at a discussion session on experience in secured lend- 
ing under the Code. 


“The adverse comments are generally of two types of in- 
directly related matters: (1) ‘Gripes’ about ‘exorbitant’ filing 
fees charged by some Prothonotarys and Recorders under their 
interpretations of allowable statutory fees. (2) The filing of 
broad ‘umbrella’ coverage type of financing statements by auto- 
mobile and farm implement manufacturers and distributors on 
short term floor plan credit to retail dealers. This has caused 
concern to the Banks who normally finance the dealer’s working 
capital needs and buy his retail sales paper. The only cure seems 
to be a release in favor of the banks by the ‘grabbing’ secured 
creditor, or new arrangements for all of the borrower's credit 
needs. To me, these are not faults attributable to the Code, but 
perversions or abuses of its useful and desirable provisions. 








Suggested Amendments to The 
Uniform Commercial Code 


By JAMES V. VERGARI 


Vice President and General Counsel, 
Federal Reserve Bank of Philadelphia 


Since the Code was adopted in Pennsylvania, much more 
intensive study has been given to it by numerous groups includ- 
ing the New York State Law Revision Commission. Late in 
1954 the Pennsylvania State Chamber of Commerce also ap- 
pointed a committee with representatives from business, in- 
dustry, transportation and banking to study the Code in opera- 
tion. From these further studies have come criticisms and sug- 
gestions. These were reviewed by subcommittees appointed 
by the Editorial Board representing the sponsors. Out of these 
reports has come Supplement No. 1 containing recommenda- 
tions for changes in the text of the Code. The Executive Board 
of the Pennsylvania State Chamber of Commerce also adopted 
a resolution expressing the view that “the Commercial Code, 
with or without amendments, is a workable piece of legislation; 
and that it will be more workable with the amendments . . .” 

The proposed amendments do not affect the basic structure 
organization or concept of the Commercial Code. Rather they 
would iron out some of the wrinkles that have been exposed 
by the recent studies and also remove some of the bumps and 
obstacles which have been found during Pennsylvania’s first 
year’s experience under the Code. They are also designed to 
remove some shadows of doubt of meaning of language cast 
by some criticisms of specified sections. 

Following are the highlights of suggested changes in Art- 
icle 8 on Commercial Paper, Article 4 on Bank Deposits and 
Collections, and Article 9 covering Secured Transactions: 


ARTICLE 8 
The principal suggested change is the proposal to reinstate 


EDITOR’S NOTE: The suggested amendments contained in this article were proposed 
in the Pennsylvania Legislature in House Bill No. 1507, and are presently pending. 
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restrictive indorsements such as those “for deposit,” “for col- 
lection,” and the like. The protection to business against un- 
authorized negotiation of a check after such an indorsement 
which existed under the old negotiable instruments law had 
been removed by the Code. The substitution by the Code of 
a notice binding upon the first subsequent taker of a check so 
indorsed but not applicable to other subsequent parties was 
found to be weak upon analysis. The present proposal will 
utilize restrictive indorsements but without the resulting des- 
truction of negotiability which took place under the Nego- 
tiable Instruments Law. Instead, the restriction in the in- 
dorsement will bind all subsequent parties and give notice to 
subsequent transferees up to and including the bank where 
such check is deposited. All intermediate collecting banks and 
the payor bank (if it is not also the depository bank) will not 
be burdened by any notice from such indorsement. This should 
give businessmen protection against lost or stolen checks which 
had been so endorsed. 


Some other changes are: permit a clause in a note granting 
“a power to maintain or protect collateral” without affecting 
negotiability; eliminate new qualification for a holder in due 
course to observe commercially reasonable standards in acquir- 
ing an instrument; elimination of warranty of no knowledge 
of stop payment; and repeal of provision effectuating a dis- 
charge of the underlying obligation by negotiation of a check 
marked “payment in full.” 


ARTICLE 4 


The changes recommended in Article 4 are all of a me- 
chanical or detail nature. The restrictive indorsement concept 
is further implemented by suggested changes in Article 4 and 
by providing that bank indorsements such as “pay any bank” 
are also restrictive, and that items so indorsed may not be-ne- 
gotiated outside bank collection channels except by specific 
writing. The result is that the depositary bank on a restric- 
tively indorsed item will be responsible for the carrying out of 
such restriction or condition but in the interest of speedy and 
efficient collection of checks does not impose this burden on 
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intermediate collecting banks and the paying bank which is 
not a depositary for the check. 

The agency-ownership conflicting status of collecting banks 
and the general nature of credits entered for items is further 
clarified as is the definition of what constitutes final payment 
or final settlement for items. Oral stop payment orders will 
have to be confirmed in writing by the customer in 14 days in- 
stead of the present uncertain time. Also, warranties given in 
the course of bank collections are redrafted so as to remove in- 
consistencies between those in Article 8 and Article 4. 


ARTICLE 9 


The major changes suggested in the text of Article 9 are 
designed to clarify practical problems. Excluded transactions 
will be broadened to include true consignments or leases not 
intended as security; assignments of mortgages, real estate 
leases, savings accounts, savings and loan shares, and interests 
in personal trusts. To file or not to file on used motor vehicles 
is resolved in favor of no filing of a financing statement where 
the statute requires or permits—as it does in the Pennsylvania 
Motor Vehicle Act—the indication of a security interest on a 
certificate of title. Other clarifying changes of a practical na- 
ture are: filing permitted of a financing statement before a 
security agreement is fully executed; provision for filing amend- 
ments and assignments of rights to a financing statement; an 
inclusion of a procedure for recording a release of collateral. 

A change of particular interest is the new expiration time 
for financing statement in place of the present complicated pro- 
visions. A financing statement will expire 60 days after the 
stated maturity date if it is less than 5 years, and all other fin- 
ancing statements expire five years after filing unless a con- 
tinuation statement is filed prior to lapsing. Finally, the pro- 
posed changes will attempt to remove the wide difference in 
filing fees by specifying separately the filing fee to be charged 
for filing, indexing, and furnishing filing data for original 
financing statements, continuation statements, assignments, re- 
leases, and termination statements. 

A proposed addition to Article 10 (Repealer) will revive 
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rights and remedies of prior statutes such as the Chattel Mort- 
gage Act so as to enforce valid liens and instruments entered 
into before the Code until they are terminated, completed or 
consummated. 

As the Chairman of the Editorial Board said: “We make no 
apologies for the number of changes in text recommended. We 
feel that quite a few of them are unnecessary but that all of 
them are improvements . . . with all the care with which the 
‘Code was prepared during the period from 1940 to 1952, if it 
now appears that as a result of experience and further review 
by new parties and new groups there are still improvements to 
‘be made, we are glad to make them. In fact, experience in 
Pennsylvania, and extensive studies in Massachusetts, New 
York and other states increases our faith in the Code. 


Falling Bond Prices Bring Potential Tax Savings for Banks 


“These institutions have the right to deduct in full net capital 
losses on securities from taxable income regardless of how long the 
securities have been held. At the same time their profits on se- 
curities are subject to only the lower capital gains tax rate if the 
securities have been held six months or more. With bond prices 
down sharply banks can sell and take tax-saving losses, yet main- 
tain their investment position by putting the funds into similar 
obligations. If the latter rise in price they can be held until they 
come due or sold after six months. In either case the profit will 
be taxable as a capital gain. 


For instance, a bank might sell at 94 a $100,000 block of 244% 
Treasury bonds due in June, 1972, which it bought earlier this 
year at 98. That would register a loss of $4,000, which can be 
offset against any capital gains made this year, or deducted from 
income if there are no capital gains. The proceeds of $94,000 can 
then be used to buy $100,000 face value of 244% Treasury bonds 
due in September of the same year 1972. 


Banks enjoy this special tax privilege because they are some- 
times forced to sell at a loss through no fault of their own, as when 
monetary authorities act to tighten money.”—Wall Street Journal, 
Wednesday, August 10, 1955. 








BANKING DECISIONS 


In this department are published each month all of the important deci- 


sions of the Federal and State Courts involving questions pertaining 
to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 





Wrongful Payment of Altered Check Does 
Not Give Rise to Liability for Negligence 


Can a depositor in a commercial bank recover for the 
negligence of the bank in the performance of its contractual 
duties? This question was presented to the Appellate Divi- 
sion of the Supreme Court of New York in the department 
where the New York City banks are located. In a split de- 
cision the court ruled that the bank incurred no liability for 
negligence in wrongly paying an altered check and that the 
only liability was for its breach of contract with the depositor. 

The allegation of the depositor shows what the liability 
might have been if the court had ruled against the bank on 
this point. . It was alleged that the bank was liable not only 
for the $11,000 wrongly paid out on the altered checks but 
also for $80,000 which the depositor claimed was the loss in 
business suffered because the account was depleted by what 
was termed a failure of the bank to live up to its duty to “use 
sound and proper banking procedure.” 

To bankers who believe the depositor in this case did not 
have a reasonably sound basis for bringing the action, it must 
be pointed out that the lower court and two out of five judges 
in the Appellate Court sided against the bank. Moreover, 
one of the Appellate judges wrote a very vigorous dissenting 
opinion. Stella Flour & Feed Corp. v. National City Bank 
of New York, Supreme Court of New York, Appellate Divi- 
sion 186 N.Y.S.2d 139. The opinion of the court is as follows: 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 136.5. 
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BERGAN, J.—Plaintiff was a depositor with the defendant bank and 
the question presented by this appeal is the extent to which a bank 
may incur a tort liability if it breaches its contract obligation to charge 
drafts against an account only in accordance with a depositors directions. 

The complaint alleges that plaintiff issued four checks drawn on the 
defendant bank in the total amount of $11,241.67; that each was drawn 
in favor of a specific payee; that an employee of plaintiff altered the 
checks by changing the named payee thereon; and that after alteration 
the defendant paid the said employee of plaintiff the amount of such 
checks and deducted the amounts from plaintiff’s account. 

The portions of the complaint resting on contract are not challenged 
here and follow the usual pattern in the statement of causes of action 
based on a balance due aad on the general responsibility of the bank to 
its depositor for making payment on materially altered or forged checks 
drawn upon it. 

The third cause of action, which has been sustained at Special Term, 
sounding in tort, pleads a “duty” arising from the depositor-banker re- 
lationship “to use active vigilance” in paying checks drawn by the plain- 
tiff on the bank “to protect plaintiff from larceny and forgery” and to 
“use sound and proper banking procedure” in paying plaintiff's checks 
drawn on it; and it is alleged that the defendant bank “negligently and 
carelessly omitted and failed to use any vigilance, care or diligence” in 
paying the checks specified and that payments were not made in accord- 
ance with sound banking practice. 

The acts of negligence as set forth may be summarized by saying that 
they consist of failing to “properly examine” the checks before paying 
them and failing to “discover” the alterations and changes made on the 
checks. Other specifications of “negligence” seem to be stated in the 
form of breaches of contract, such as negligence “in failing to pay said 
checks in accordance with the directions of plaintiff” and “in failing to 
pay the proceeds” of the checks to the payees or their transferees. 

Besides the damage which would flow directly from the payment of 
the checks as a result of the forgeries and the debiting of plaintiff’s ac- 
count in the sum of $11,241.67, it is alleged that as a result of the “neg- 
ligence” involved in the payments, plaintiff's credit and business have 
been injured additionally by the resulting reduction of its bank balance. 
in the account with defendant and that it has suffered loss in the sum 
of $30,000 beyond the amount of the checks themselves. 

We are of opinion no cause of action grounded on tort under the 
facts pleaded arises separately and beyond the obligations contract which 
governs the depositor-banker relations of the parties. If a man negli- 
gently breaches his contract he will usually be answerable on the con- 
tract and not in tort. The theory of tort liability may be discovered 
to overrun into breaches of contract in a very limited area; but the pay- 
ment charged to a depositor’s account by a bank on forged or altered 
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drafts certainly does not come within that area. 


A high standard of contractual responsibility has been imposed on 
banks in paying money chargeable against their depositors’ accounts; 
and where there have been forgeries or alterations in drafts or checks 
it has been a long and consistent judicial policy in New York to require 
the bank to assume the loss. This has been so even in cases where the 
depoitor’s own employee, as here, made the alterations and obtained 
the money. An early statement of this policy was announced a century 
ago in Weisser’s Adm’rs v. Denison, 1854, 10 N.Y. 68, where the de- 
positor’s clerk committed the forgeries. 

But if to this old and well-settled rule of high contractual responsibil- 
ity we were now to add a responsibility in tort for a bank’s failure to 
discover the forgeries of the depositor’s employee and require the bank 
to pay consequential damages besides making good the amounts paid out 
on the forged paper, we would push a banker’s responsibility to a point 
far beyond the area in which the banking and commercial community 
have been led to believe that responsibility ended. 

Since the term “negligence” does appear in judicial opinions addressed 
to the obligations of a depositor whose account has been charged by a 
bank with forged or altered drafts; and since it appears also in relation 
to the obligations of banks arising from payment of such drafts; and 
since plaintiff's argument to sustain this pleading rests on quotations 
from opinions, it will be helpful to examine the context of this use, and 
the place “negligence” occupies in the depositor-banker relation. 

The basic obligation of the bank to its depositor is that of “debtor 
and creditor” and “the law implies a contract” by the bank to disburse 
the money standing to the depositor’s credit only upon his order. 
Shipman v. Bank of the State of New York, 126 N.Y. 318, 327, 27 NE. 
$71, 372, 12 L.R.A. 791. “Payments made upon forged indorsements 
are at the peril of the bank, unless it can claim protection upon some 
principle of estoppel or some negligence chargeable to the depositor.” 

The general rule is that when payment has been made by a bank 
on forged paper “it is considered that the bank has paid out its own funds 
rather than those of the drawer.” 9 CJ.S., Banks and Banking, § 356, 
subd. c. (1). As to the depositor it has been said that “a forged check 
is not paid, for it is paid upon a pretended order . . . and thus the 
debt of the bank to the depositor is unaffected.” Parker-Smith v. Prince 
Manufacturing Co., 172 App.Div. 302, 305, 158 N.Y.S. 346, 348. 

What is meant by “negligence chargeable to the depositor” is to be 
observed where conditions have been created or allowed by the depositor 
which greatly facilitate the deception imposed on the bank; or where a 
delay in examining the returned vouchers or accounts and communicat- 
ing the wrongful use of the drafts to the bank has occured which ma- 
terially affects the bank’s ability to recoup the loss. In either event the 
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term “negligence” thus used largely rests on a theory of estoppel or pre- 
clusion against the depositor from asserting a right to have a contractual 
obligation performed. This, of course, must be seen in the background 
of the heavy contractual obligation that has been imposed on the bank. 

Where there has been a negligent omission by a depositor to examine 
the accounts of a bank sent him periodically and this results in a failure 
after the lapse of a reasonable time, and to the bank’s disadvantage, 
to call attention of the bank to an irregularity, the court may “preclude 
the depositor from afterward questioning its correctness.” Frank v. 
Chemical Nat. Bank of New York, 84 N.Y. 209, 213. 

The time limit within which a report of a payment on forged paper 
must be made by the depositor to the bank is now codified, Negotiable 
Instruments Law, § 326, after which time the bank is no longer to be 
liable to the depositor. See discussion by Conway, J., in Maryland 
Casualty Co. v. Central Trust Co., 297 N.Y. 294, 302, 303, 79 N.E.2d 
253, 256, 257. The theory of negligence of the depositor in this situa- 
tion is that he may have “lulled the drawee bank into relaxing the vigi- 
lance it should have exercised in guarding against forged endorsements.” 
Fitzgibbons Boiler Co. v. National City Bank, 287 N.Y. 326, 331, 39 
N.E.2d 897, 899. 

Through all this it is to be seen that the use of “negligence” and “es- 
toppel” attributed to a depositor is directed toward describing the con- 
ditions under which a bank may be allowed to escape the full weight 
of its contractual undertaking to pay out the money on deposit with it 
only in accordance with the depositor’s order. A phrase in the opinion 
of Chase, J., in Prudential Ins. Co. of America v. National Bank of 
Commerce, in New York, 227 N.Y. 510, 523, 125 N.E. 824, 829, 15 
A.L.R. 146, illustrates rather pointedly that in underlying theory we 
are certainly not here dealing with tort. “It is permitted to a bank to es- 
cape liability for repayment of amount paid out on forged checks by 
establishing that the depositor has been guilty of negligence which con- 
tributed to such payment and that it has been free from any negligence.” 
The liability thus escaped, of course, is a contractual liability. 

We are thus led back to what, in turn, is meant by “negligence” 
of the bank in paying upon a forged check. It becomes quite apparent 
that this “negligence” is not an independent tort arising separately from 
the contract obligation to pay only in accordance with the depositor’s 
order. The bank is permitted “to escape liability” in contract. This 
would mean that a recovery in contract follows as a matter of course 
unless the careless acts of the depositor are so effective in the contractual 
situation as to prevent the depositor from insisting on exact and full 
performance of the contract; but, even then, he can recover from the 
bank upon his contract if the bank, too, was careless so that the effect of 
the depositor’s carelessness was off-set. The negligence of the bank is 
thus treated as a counterweight against the avoidance of a contract, and 
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not the basis for a new and a separate liability resting on tort beyond 
the contract. Welsh v. German American Bank, 73 N.Y. 424, 429; 
Weisser’s Adm’rs v. Denison, supra, 10 N.Y. at page 83, concurring 
opinion Johnson J. 

The rule gathered from many cases was drawn together into close-knit 
cohesion by Pound, J., in 1929 in Gutfreund v. East River Nat. Bank, 
251 N.Y. 58, 167 N.E. 171, 64 A.L.R. 1103. There the depositor issued 
checks carelessly with the names of the payees so written as easily to 
facilitate forgery. The action was by the depositor against his bank 
which had paid forged checks thus facilitated. 

The court was of opinion that the checks were drawn, or it might be 
found as a fact that they were drawn “in a negligent and unbusinesslike 
manner.” 251 N.Y. at page 64, 167 N.E. at page 172. But the bank 
also was “negligent” in not questioning the right of the person to whom 
the payments were made under the circumstances in which these checks 
were presented. The bank is bound “by contractual obligation to the 
exercise of due care in the payment of checks” bearing the signatures 
of its depositors. “Its negligence defeats the defense of negligence on 
the part of the depositor.” 251 N.Y. at page 64, 167 N.E. at page 173. 
BLJ — Wrongful payment of Altered Check does not give rise to Liability 

It is thus to be seen in the context of the decisional law in New York 
what Chief Judge Ruger meant in Crawford v. West Side Bank, 100 
N.Y. 50, 54, 2 N.E. 881, in referring to the liability of the bank “for any 
want of vigilance” in detecting an alteration of a draft after its issue, 
upon which so largely rests the third cause of action here pleaded and 
the argument of the plaintiff. He was referring, as the opinion clearly 
shows, to a liability in contract; for the judgment was, merely, that 
the bank could not charge the disputed check to the depositor’s account. 
100 N.Y. at page 58, 2 N.E. at page 884. 

There are, however, objections to the third cause of action which 
go deeper into the substructure of tort liability than mere incidents of 
the depositor-banker relationship. Torts have been defined generally as 
“wrongs independent of contract” and “wholly irrespective of contract.” 
62 CJ., Torts, § 3-b; 86 C.J.S., Torts, § 3. “To constitute a tort, the 
act or commission must be entirely independent of contract right.” 
Clark v. Gates, 84 Minn. 381, 87 N.W. 941, 942. 


There is a discussion of the problem by Judge Finch in Rich v. New 
York Central & H. R. R. Co., 87 N.Y. 382, who observed that the 
violation of duty involved in tort is a “thing quite different from the mere 
contract obligation.” At page 390. It was conceded there, however, 
that the complaint properly states a cause of action in tort. At page 391. 
A tort usually arises “independent of contract” although it may have re- 
lation to obligations growing out of contract. Busch v. Interborough 
Rapid Transit Co., 187 N.Y. 388, 391, 80 N.E. 197, 198. Cf. Lynch v. 
Syracuse Rapid Transit R. Co., 66 Misc. 573, 124 N.Y.S. 169, affirmed 
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139 App.Div. 925, 124 N.Y.S. 1120. 

Where, as in the case before us, the contractual relationship occupies 
fully the rights and responsibilities of the parties to the account on de- 
posit, there exists a completely enforceable and well understood con- 
tractual undertaking. The breach of such contract, long recognized and 
enforced at law according to a consistent policy of the court, and in 
consonance with the accepted custom of the business community, should 
not be treated as some other kind of “wrong” separately actionable. 

Residually there appears in the third cause of action an attempt to 
plead that the reduction of the balance in the plaintiff's account with 
defendant due to the charging of the forged checks led the defendant to 
terminate plaintiff's credit with it and hence injured plaintiff's business 
position. But no right to have such a credit continued in the event the 
balance was maintained is pleaded. The pleading states that defendant 
was “under a duty” to advance monies and credit to plaintiff and which 
it had “agreed” it “would extend” as “long as plaintiff maintained its 
account with defendant” at a stated level. This is merely an agreement to 
extend credit terminable at will, but if it were more, the cause of action 
suggested would be based on breach of that contract and not on de- 
fendant’s alleged negligence leading to its breach of contract. 

Appellant’s attack on paragraph 13 of the complaint must be deemed 
disposed of on the earlier appeal here, 283 App.Div. 709, 127 N.Y.S.2d 
926, and was properly decided at Special Term. 

The order should be modified by striking out as insufficient the third 
cause of action and as thus modified affirmed with $20 costs. 

Order modified so as to grant defendant’s motion to strike out as in- 
sufficient the third cause of action and, as so modified, affirmed with $20 
costs and disbursements to the appellant. Order filed. 

All concur except BREITEL and BASTOW, JJ., who dissent. 


BREITEL, Justice (dissenting) . 


The only serious question on which there is disagreement in this case 
is whether a depositor in a commercial bank can recover for neglgence 
of the bank in the performance of its contractual duties. 

It is argued, in general terms, that one who negligently breaches his 
contract is liable in contract and not in tort, at least usually. I know 
of no such rule. In fact, for years, it has been stated to be otherwise. 
Thus, Wharton wrote: 


“Where a contract, creates a duty, the neglect to perform that 
duty, as well as the negligent performance of it, is a ground of 
action for tort. Hence it is at the election of the party injured 
to sue either on the contract or the tort.” Wharton on Negligence, 
ad Ed., 1878, p. 364. 
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Our Court of Errors, as early as 1834, had this to say, speaking not 
only of intentional torts but of negligence: 


“Not only in cases of implied, but also in cases of express con- 
tracts, if they create a duty, case will lie; for although there be 
an express contract, a party is not bound to resort to that con- 
tract—he may declare on the tort, and say that the party has 
neglected his duty.” Butts v. Collins, 13 Wend. 139, at page 154. 


Moreover, to attempt to analyze the instant case in terms of “tort” 
or “contract” is to engage in unprofitable pursuit, for the distinction 
in concepts is not so facilely drawn. “Mere breach of contract, gener- 
ally speaking, is not a tort. Yet the distinction between torts and breach- 
es of contract is, oftimes, so dim and shadowy that no clear line of 
delineation may be observed and no accurate or satisfactory definition of 
either may be formulated. [Citations.] Under each cause of action, 
whether framed in tort or on contract, default or breach of duty involves 
an injury. At times the same facts may warrant procedure ex contractu 
or ex delicto. At such times recovery is not conditioned on definition 
nor measured by a determination of whether it is grounded in a violation 
of a duty owing to another or in a breach of a contractual obligation.” 
Greco v. S. S. Kresge Co., 277 N.Y. 26, 33-34, 12 N.E.2d 557, 561, 115 
A.L.R. 1020; cf. Prosser on Torts (1941), pp. 6-10. It should be noted 
here, too, that the court was not limiting its remarks to intentional 
torts, and the case involved negligently caused death. 

The books are filled with cases where, although the relationship, the 
duty, and the breach of the duty arose in contract, there is liability in 
tort for the proximate and consequential damages, especially where, as 
here, the damages may not be encompassed by the scope of the contract. 
See, generally, Prosser on Torts, supra, pp. 202-205 and cases cited 
therein. Thus, for example, where a physician agrees to correct a physi- 
cal condition and is unsuccessful, he may be liable to his patient for 
breach of contract, Colvin v. Smith, 276 App.Div. 9, 92 N.Y.S.2d 794, or 
in tort for negligence in the performance of his undertaking, Colvin v. 
Smith, 275 App.Div. 1018, 91 N.Y.S.2d 713, albeit the measure of lia- 
bility is different. See also Frankel v. Wolper, 181 App.Div. 485, 169 
N.Y.S. 15, affirmed 228 N.Y. 582, 127 N.E. 913; Conklin v. Draper, 
229 App.Div. 227, 241 N.Y.S. 529, affirmed 254 N.Y. 620, 173 N.E. 
892; Monahan v. Devinny, 223 App.Div. 547, 229 N.Y.S. 60. So, also, 
a common carrier may be liable in tort, as well as contract, to its passen- 
ger for harm resulting from violence and even insult. Gillespie v. 
Brooklyn Heights R. R. Co., 178 N.Y. 347, 70 N.E. 857, 66 L.R.A. 
618; Green Bus Lines v. Ocean Accident & Guaranty Corp., 287 N.Y. 
309, 312, 39 N.E.2d 251, 252, 162 A.L.R. 241. 

Even outside the fields of physical and mental harm and injury to 
reputation, namely, in the area of business relationships, entered into 
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solely for pecuniary gain, the law has recognized the coincidence of tort 
and contract liability. Thus, a telegraph company which fails to ac- 
curately transmit and deliver a message is liable to the sender for the 
loss sustained by reason of his failure to gain a price advantage on a 
contract. Although the action may be in contract, the gravamen lies in 
negligence. Pearsall v. Western Union Tel. Co., 124 N.Y. 256, 26 N.E. 
534; cf. Western Union Tel. Co. v. Krichbaum, 132 Ala. 535, 31 So. 
607, where it was held that a cause of action may be alleged in contract 
or tort. 

When the cases speak of tort being independent of contract they, ob- 
viously, do not mean total non-relation to a contract in the sequence of 
events. They mean that the elements of the tort cause of action must 
be supplied independently of the contract, except insofar as the contract 
is necessary to establish the relation, and, perhaps, the scope of the duty, 
in which the tort is alleged to have occurred. None of this is strange. 
The fact is that, historically, the remedy for breach of promise originat- 
ed in action on the case, and the more specialized remedy in assumpsit 
arose later. 

It is also urged that, in the field of banking, the concept of negligence 
has been limited to the rule of defensive estoppel, that is, to preclude a 
depositor from recovering from a bank for breach of its contract, or 
to the special instance of the savings bank, Kummel v. Germania Sav. 
Bank, 127 N.Y. 488, 28 N.E. 398, 13 L.R.A. 786, where the courts have 
relieved the depositor of the harshness that would result from applying 
strictly the waiver provisions of the bank’s contract with its depositor. 
Again, I know of no such narrow restriction as a matter of policy or 
precedent. 

There are many instances where a commercial bank has been held 
liable to its depositor in tort, as well as contract, for the proximate and 
consequential damages resulting from a breach of its contractual duty. 
There is the line of cases based upon the bank’s refusal to honor a proper- 
ly-drawn check at a time when the depositor has a sufficient credit bal- 
ance. Wildenberger v. Ridgewood Nat. Bank, 230 N.Y. 425. 130 N.E. 600; 
Citizens’ Nat. Bank of Davenport v. Importers’ & Traders’ Bank of New 
York, 119 N.Y. 195, 23 N.E. 540; Glennan v. Rochester Trust & Safe 
Deposit Co., 209 N.Y. 12, 17, 102 N.E. 537, 539, 52 L.R.A..N.S., 302; 
Burroughs v. Tradesmen’s Nat. Bank, 87 Hun 6, 33 N.YS. 864, af- 
firmed 156 N.Y. 663, 50 N.E. 1115; Clark Company v. Mount Morris 
Bank, 85 App.Div. 362, 83 N.Y.S. 447, affirmed 181 N.Y. 533, 73 N.E. 
1183; Wahrman v. Bronx County Trust Co., 246 App.Div. 220, 285 
N.YS. 312; Davis v. Standard National Bank, 50 App.Div. 210, 63 
N.YS. 764; Allen v. Bank of America Nat. Trust & Sav. Ass’n, 58 
Cal.App.2d 124, 186 P.@d $45. The theory underlying the causes of 
action in these cases—whether in tort or in contract—rests upon the im- 
plied obligation of the bank to pay in accordance with the depositor’s 
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order. A breach of this obligation resulting in damage to the deposi- 
tor’s credit gives rise to either a tort or contract action. These cases 
are distinguishable from this case only in form; in the one, there is a 
wrongful refusal to pay, whereas in the other (the instant case), there is 
a wrongful payment. There is no difference in substance, for, in either 
event, the depositor is injured in his credit relations. His credit stand- 
ing is the protected interest, an injury to which should motivate the 
court to prescribe a remedy in this case, as was done in the wrongful 
refusal-to-pay cases. It may be that, as matter of proof, the conse- 
quences of the allegedly negligent payments were not foreseeable or that 
the causation will not turn out to be proximate, but remote. Before us, 
however, is not the proof but the allegations of a pleading which we aie 
bound to accept as true for the purposes of this motion. 


There are also other cases in which depositors have recovered in tort 
for breach of the contractual duty by the bank, for harm not clearly 
within the scope of the contract. One of these is Collins v. City Nat. 
Bank & Trust Co. of Danbury, 131 Conn. 167, 38 A.2d 582, 153 A.L.R. 
1030. In that case, plaintiff opened a checking account with defendant 
bank. He cashed one of the checks at another bank which forwarded 
it to defendant for collection. Defendant returned the check with a slip 
marked “no account.” On its return, the bank which cashed it procured 
plaintiffs arrest on a criminal charge of obtaining money by false pre- 
tenses. After acquittal, plaintiff instituted a tort action to recover dam- 
ages for his arrest. The court sustained a verdict for plaintiff, holding 
that defendant bank owed him a duty to exercise reasonable care in as- 
certaining whether he had an account, and that a jury could find that it 
was foreseeable that the breach of that duty would result in exposure to 
criminal prosecution. 


Admittedly, there are cases holding that a commercial bank which 
honors a check bearing a forged indorsement is liable in contract to the 
depositor, to the extent that his account has been drawn down, despite 
the act that it acted in good faith and with utmost care. Los Angeles 
Investment Co. v. Home Savings Bank of Los Angeles, 180 Cal. 601, 182 
P. 293, 5 A.L.R. 1193; McCornack v. Central State Bank, 203 Iowa 
833, 211 N.W. 542, 52 A.L.R. 1297. But this rule is no different from 
that which obtains generally in the law of contracts. This is, however, 
far from establishing the further principle that a contract obligation ‘pre- 
cludes the existence of a tort standard of care and remedy for its breach. 
No case involving a forged indorsement has been cited for that propo- 
sition. 

Now, as noted earlier, it has been asserted that the word “negligence” 
when used in a number of New York cases involving actions by deposi- 
tors to recover payments made on forged indorsements by commercial 
banks, has merely been a reference to defensive estoppel or the condi- 
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tions under which the bank is enabled to avoid its contractual liability, 
that is, it is not a reference to an independent tort. The cases do not 
bear this out. Defensive estoppel, an extention of the general rules ap- 
plicable to estoppel, is distinct from cause of action for negligence. It 
has been held that, even where the tests of estoppel are not met, the 
bank may have a cause of action in negligence against the depositor. 
National Surety Co. v. President, etc., of Manhattan Co., 252 N.Y. 247, 
169 N.E. 372, 67 A.L.R. 11138; Potts & Co. v. Lafayette Nat. Bank, 
269 N.Y. 181, 189, 199 N.E. 50, 52, 103 A.L.R. 1142. In the National 
Surety case, the depositor instituted a contract action against its com- 
mercial bank to recover payments made on forged indorsements. The 
bank, for its defense, asserted that plaintiff was estoppel by its care- 
lessness and was liable in negligence as an offset to any recovery by plain- 
tiff. The court held that, since the checks were paid prior to plaintiff's 
discovery of the forgery, in which plaintiff did not participate, there could 
be no application of the doctrine of estoppel by carelessness. It also 
held, however, that, upon discovery, a depositor owes his bank a duty to 
make prompt disclosure of the forgeries, for the breach of which duty 
he is liable in negligence, provided, as in all negligence cases, the bank 
could establish that this breach of duty caused harm. Manifestly, if the 
bank may sue in negligence, so may the depositor. For reciprocal duties 
there should be reciprocal opportunity for redress, in kind. Certainly 
there is no artificial barrier between tort and contract wreaking injustice 
and inequality of remedy on the depositor. 

England has developed a rule which goes even further than that of the 
National Surety case, supra. There, it has been held that a depositor 
owes to his bank a duty to anticipate and obviate forgery. Thus, where 
the depositor-drawer negligently permitted a forger in his employ to 
raise a check, the court held that he was liable for the loss caused the 
bank, namely, the difference between the amount as originally written 
and the amount of the raised check. London Joint Stock Bank Ltd. v. 
Macmillan (1918) A.C. 777; Paget’s Law of Banking (5th Ed. 1947), 
pp. 168-171; Falconbridge, Banking and Bills of Exchange (4th Ed. 
1929), pp. 582-585. Paget sums up the duties of the bank and its de- 
positor, thusly: 


“Of course the banker must not be negligent; it is as much a 
part of his contract to take care as it is of the customer’s, and 
it is true that as a general rule he has himself to bear loss ac- 
cruing from his negligence.” Paget’s Law of Banking, supra, 
at p. 166.1 


1In England, however, it should be noted, by express statutory provisions, Bills of 
Exchange Act, § 60, the bank is relieved of liability to its depositors where, “in good 
faith and in the ordinary course of business,” it pays out on a check bearing a forged 
indorsement, even though it was negligent. Paget’s Law of Banking, supra, p. 166; 
Falconbridge, Banking and Bills of Exchange, supra, p. 581. 
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The relationship of depositor and bank is not a philanthropic or gratu- 
itous one. There is profit to be gained, albeit indirectly sometimes, by 
both parties to the relation. Where the breach of contract, in the form 
of payment on a check bearing a forged indorsement, arises from neg- 
ligence, with proximate and foreseeable harm beyond the scope of the 
contract and the contract measure of damages, the logic of the law and 
the sense of justice dictate the existence of a tort cause of action in favor 
of the depositor. I know of no rule or precedent that frustrates that 
logic, or should. It is shocking to me that a bank can be negligent, 
cause foreseeable gross harm to a depositor, and yet escape liability 
therefore, without even a stipulation for limited liability in its contract 
with the depositor. Yet that is the rule the majority would innovate, 
without sanction in authority or justification in policy. 

The attacked cause of action is most inartfully pleaded. Certainly I 
would prefer a pleading more exact and more clear in spelling out the 
nexus of the ground for relief. But it is not necessary to discuss the 
formal infirmity of the pleading, for the majority has declared that no 
cause of action can be pleaded, and it is with that assertion that there is 
emphatic disagreement. 

Accordingly, the order appealed from should be affirmed. 


BASTOW, J., concurs. 





Bank Charged With Knowledge of Use of 
Loan Proceeds 


Under a Blanket Participation Agreement with the Re- 
construction Finance Corporation, the R.F.C. agreed to parti- 
cipate in a percentage of certain loans made by a bank provided 
none of the proceeds of such a loan were used to pay off a 
prior indebtedness to the bank. Under this latter provision 
of the Agreement a court has ruled that the R.F.C. does not 
have to participate in a bank loan where the proceeds were 
used to pay off an earlier debt to the bank even though the 
bank had no knowledge that the proceeds of the loan were 
to be used in this manner. The bank’s customer who already 
owed money to the bank borrowed funds from a friend and 
gave him a check with instructions not to cash it for a few 
days. He used these funds to pay off the existing bank loan 
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and received a new loan from the bank in which the R.F.C. 
was to participate. The friend then cashed the check which 
was paid out of the proceeds of the new loan. The bank had 
no knowledge that this arrangement had been made but the 
fact that the proceeds were in effect used to pay off the earlier 
debt excused the R.F.C.’s participation. Oklahoma National 
Bank v. Reconstruction Finance Corporation, United States 
District Court, W.D. Oklahoma, 127 F.Supp. 156. The 
opinion of the court is as follows: 


CHANDLER, D.J.—This case arises under the Reconstruction Fin- 
ance Corporation Act, 47 Stat. 5, as amended, 15 U.S.C.A. § 601 et seq. 

The issue is whether interpretation of the Blanket Participation 
Agreement entered into between the Oklahoma National Bank, herein- 
after called the bank, and the Reconstruction Finance Corporation, 
hereinafter called the RFC, requires knowledge on the part of a bank 
that any part of the funds loaned by it pursuant to the agreement is 
used, directly or indirectly, to repay prior indebtedness to the bank. 

The Blanket Participation Agreement authorized the bank to make 
loans and thereafter, upon notice, require the RFC to participate in 
such loans up to and including 75% of the amount then due. Paragraph 
3, subparagraphs (a) through (e) of the agreement set out the con- 
ditions upon which the Corporation’s obligation to participate is con- 
tingent. The word “provided” is used immediately after the statement 
that the Corporation will participate and subparagraph (e) reads: 


“No part of the proceeds of such loan was used directly or in- 
directly in payment of indebtedness of borrower to Bank incurred 
prior to the making of such loan, except with the prior written con- 
sent of RFC Agency Manager.” 


The only other part of the agreement which need be considered 
is paragraph 18, the controlling words of which are: 


“ . .. RFC shall be under no obligation to purchase any 
participation in any such loan unless there is full compliance in 
connection with such loan with the provisions of paragraph 3 of 
this Agreement.” 


Pursuant to the participation agreement the bank, on January 15, 
1947, loaned to Ralph Fillmore the sum of $80,000. At the time the 
loan was made Fillmore was indebted to the bank on two notes. The 
bank had theretofore secured the consent of the RFC to apply a part 
of the proceeds to payment of one of the notes but there remained due 
the bank on the second note the sum of $15,589.53. 
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A few days prior to securing the $80,000 loan, Fillmore borrowed 
$16,000 from a friend, giving him a check on plaintiff bank to repay 
it with instructions to hold it for a couple of days. Fillmore used the 
sum borrowed from this friend to pay the bank the $15,589.53 due on 
the second note and thereafter the check given to repay the friend was 
paid out of the proceeds of the $80,000 loan. Prior written consent 
for payment of this prior loan with proceeds from the new loan was not 
obtained from the RFC. 


In June of 1948 the RFC wrote the bank saying it denied liability 
to purchase its percentage of the Fillmore loan because of violation by 
the bank of paragraph 3(e) of the Blanket Participation Agreement. 
In February, 1950, the bank made written demand on the Corporation 
to purchase its designated percentage of the balance then due on the 
loan. The RFC refused on the same ground. Thereafter, this action 
was filed. 


The bank admits that the manner in which Fillmore paid the $15,- 
589.53 was an indirect use of the proceeds of the loan to pay a debt of 
the borrower to the bank incurred prior to the making of the loan but 
contends that the bank was without knowledge that Fillmore was go- 
ing to use the funds in that manner and that, therefore, the agreement 
was fully complied with. 


Assuming that the bank had no knowledge, until the commencement 
of this action, that Fillmore indirectly applied proceeds of the new loan 
to the prior loan, the word “provided” immediately preceding the sub- 
paragraphs under paragraph $ creates a condition precedent. Brewer 
v. Rust, 1908, 20 Okl. 776, 95 P. 233; 34 Words and Phrases, Perm. Ed., 
Provided, p.- 675 et seq. Furthermore, the word “indirectly” in para- 
graph 3(e) of the agreement includes all methods of doing the thing 
proscribed. Amicable Life Insurance Company v. O’Reilly, Tex.Civ. 
App., 97 S.W.2d 246; Maryland Casualty Co. v. Scharlach, D.C.S.D. 
Texas, 1939, 31 F.Supp. 931 42 C.J.S., Indirectly, p. 1364. 


It is immaterial who actually violates or causes to be violated the 
conditions of paragraph 3(e) of the contract. The bank is the agency 
which controls the negotiations leading to the making of loans, makes 
the loans, holds and controls the collateral and administers the loans 
after they are made. Such a bank cannot directly or indirectly re- 
ceive any of such funds in payment of prior indebtedness of the bor- 
rower. It is charged, under its participation agreement, with knowledge 
of the origin of any funds it receives from the borrower. 13 C.F.R. 15.3 
15.5. 


The action is, therefore, dismissed. Defendant shall have and recover 
from the plaintiff its costs. 
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Wrongful Payment of Account Gives Rise 


To Bank’s Liability 


A bank recently had a case decided against it where it had 
paid money out of an account to the wrong person. Although 
there was a conflict of evidence, in substance it appeared that 
a bank officer got the impression that funds deposited in three 
accounts which were opened together by two people on the same 
day belonged to only one of them and despite the name and 
entry on the Thrift Certificate (this was a deposit in a Morris 
Plan bank), the bank made payment of all three accounts to 
that depositor’s guardian. When the other depositor presented 
his certificate the court indicated that he had conclusively 
proved his right to the funds which meant, of course, that the 
bank had to make a second payment. Fischer v. Morris Plan 
Company, Kansas City Court of Appeals, 275 S.W.2d 393. 
The opinion of the court is as follows: 


SPERRY, Comm.—Plaintiff, Fischer, sued defendant, Morris Plan 
Company of St. Joseph, Missouri, a corporation, on a certain “Thrift 
Certificate” of deposit issued to him in the sum of $495. From a verdict 
and judgment in favor of plaintiff in that amount, with interest thereon 
from date of issue at 2% per annum, defendant appeals. 


The undisputed facts are that plaintiff, a widower, moved to St. 
Joseph from Marceline, Missouri, in 1946, and had been living in the 
home of Mrs. Mitchell, a single woman, for some time prior to October 
24, 1946; that he was then 59 years of age and Mrs. Mitchell was some 
six years older, and in ill health, both physically and mentally; that 
plaintiff was an automobile mechanic and worked at that trade, in St. 
Joseph; that Mrs. Mitchell owned a house, which she sold and for which 
she received a check in the net sum of $1,531; that she executed a power 
of attorney authorizing plaintiff to transact business for her; that she 
indorsed the above check and same was presented to defendant, at its 
place of business, by plaintiff; (there was evidence on behalf of defendant 
to the effect that Mrs. Mitchell was also present at the time the check 
was presented but plaintiff denied this); that defendant issued to plain- 
tiff “Thrift Certificate,” No. 85501, in the amount of $495, sued on herein 
naming him only as depositor; that it also issued certificate No. 85491, 
in the amount of $400, to both plaintiff and Mrs. Mitchell, which was 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 469. 





THE BANKING LAW JOURNAL 639 


designated as “expense account”; that it also issued another certificate 
in the amount of $495, to plaintiff and Mrs. Mitchell, with right of 
survivorship; that, later, plaintiff went to Marceline and, while he was 
absent from St. Joseph, and without his knowledge, Mrs. Mitchell was 
adjudicated an insane person and a guardian was appointed for her; 
that the guardian demanded of defendant all funds in its custody belong- 
ing to Mrs. Mitchell; that the $400 deposit, represented by certificate 
No. 85491, had been withdrawn prior thereto; that defendant trans- 
ferred both of the above mentioned accounts, totalling $990, to the 
guardian, who used a part of same for Mrs. Mitchell’s benefit and who, 
after she was adjudicated sane, paid to her the balance thereof; that 
plaintiff presented his deposit book at defendant’s place of business, in 
March, 1953, and demanded payment of certificate No. 85501, together 
with interest thereon; that payment was refused and plaintiff's agents 
told him that the money had been paid out to Mrs. Mitchell, or for 
her benefit. 


Plaintiff’s evidence was to the effect that he advanced money for 
Mrs. Mitchell, prior to the sale of her house, in excess of $600; that such 
advances were in addition to sums paid to her for board and room; 
that she was then physically disabled and, at times, mentally incapacitat- 
ed; that they were engaged to be married; that, the day the check for 
sale of the house was delivered to Mrs. Mitchell, at her home, she in- 
dorsed same and delivered it to plaintiff to be deposited in the manner 
that it was deposited; that, immediately thereafter, plaintiff brought 
a lawyer-notary to her and she executed a power of attorney authoriz- 
ing plaintiff to act for her; that plaintiff then took Mrs. Mitchell to a 
boarding house and, out of the proceeds of the house sale, paid a month’s 
room and board; that she was unable to go down town, or to transact 
business; that he, alone, indorsed the check, delivered same to defendant’s 
agent, Drimmel, who then and there issued and delivered to plaintiff 
the above-mentioned certificates of deposit; that he took a signature 
card out to Mrs. Mitchell, who signed same for the two joint deposits. 


The deposit book for the certificate in issue was in evidence and it 
provided, in effect, as follows: In account with Emmett C. Fischer, $495; 
Morris Plan Company certifies that it is indebted to plaintiff in the 
amount shown, with interest to be allowed at 2%; Company to redeem 
all or any part of certificate upon request; certificate not transferable 
except by consent of company; no money to be paid except upon pre- 
sentation of certificate. 


Plaintiff testified to the effect that he was in Marceline when the 
certificate was transferred to the guardian; that he knew nothing about 
the guardian’s appointment or the transfer of the funds to him, until 
long afterward; that he now has said certificate in his possession and 
has been paid no money thereon, although he demanded payment. 
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Mr. Drimmel, an officer of defendant, testified to the effect that when 
the money was deposited defendant became indebted to plaintiff in the 
amount of the deposit; that defendant would not have paid the money, 
the next day after deposit, to Mrs. Mitchell or to anyone else. He stated 
that the guardian demanded Mrs. Mitchell’s money, not plaintiff's. 
However, Drimmel stated that Mrs. Mitchell was present with plaintiff 
when the deposit was made and that they talked, in Drimmel’s presence, 
about breaking the deposits into amounts of less than $500 so as to 
make Mrs. Mitchell eligible for an old age pension; that he thought the 
money belonged to Mrs. Mitchell. 

This last testimony was contradicted by plaintiff’s own testimony 
which was, to some extent, corroborated. 

Mrs. Mitchell was adjudicated sane in June, 1948, and she and plain- 
tiff were married. They were husband and wife at the time of the trial, 
but Mrs. Mitchell was physically and mentally unable to be in court. 
It is not denied that she received the benefit of all the money paid to 
the guardian by defendant, and there is no evidence tending to prove 
that plaintiff, personally, received the benefit of any of it. 


Defendant presents a number of alleged errors but, in our view, the 
court should have directed a verdict for plaintiff, at the close of evi- 
dence, as prayed by plaintiff. It can serve no useful purpose for us 
to rule other alleged errors. 

In the certificate, issued by defendant, it is recited that defendant 
is indebted to plaintiff in the amount of the last entry in the book, 
which was $495; that it would pay him said sum, and interest thereon, 
upon request and upon presentation of the book. Mr. Drimmel, an 
officer of defendant, who received the deposit, stated that defendant 
owed plaintiff and that it would not have paid anyone except him, on 
the next day after the deposit was made. It paid out this money to 
another person without the depositor’s knowledge or consent. Those 
facts are shown by the record and they are not controverted. Defendant 
did not pay out the money under any court order, or by reason of legal 
compulsion, threat, or claim by anyone, but did so of its own volition, 
upon the request of Mrs. Mitchell’s guardian that defendant transfer 
to him all of her funds in its hands. 


Defendant is a bank. Section 362.010, subd. 3 RSMo 1949, V.A.M.S. 
In Gibson v. First National Bank, 213 Mo.App. 63, 245 S.W. 1072, it 
was held that a bank which pays a depositor’s money to another, with- 
out the consent of the depositor, is liable therefor. The entry of a 
deposit in a depositor’s pass book is an admission of an indebtedness 
to the depositor and is prima facie evidence as to the amount thereof. 
When not explaned it becomes conclusive and creates the relationship 
of debtor and creditor. Village of Rosebud v. Rosebud Bank, Mo.App., 
92 S.W.2d 1007, 1009. In the case at bar defendant admitted that 
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plaintiff made the deposit, and the amount thereof. One of its chief 
officers stated, on the witness stand, that defendant owed plaintiff and 
would not have paid the money to anyone else on the next day after 
the deposit was made. The indebtedness must be held to have been 
conclusively proved. A bank, having received a deposit from plaintiff 
and given him credit therefor on its books, cannot question his right 
to the money or plead title in another, unless title has been transferred 
upon authority of the depositor, or the depositor is estopped to claim 
otherwise. Whitsett v. People’s Nat. Bank, 188 Mo.App. 81, 90, 91, 119 
S.W. 999. There was no evidence tending to show that plaintiff ever 
authorized transfer of the account, or that he ever knew that the ac- 
count had been transferred until afterward. Nor can the terms of a 
written contract of deposit be varied by parol evidence. Commerce 
Trust Company v. Watts, 360 Mo. 971, 231 S.W.2d 817, 820, 821; Con- 
nor v. Temm, Mo.App. 270 S.W.2d 541, 547. 

Defendant does not claim mistake, fraud, or duress, but it does urge 
that plaintiff is estopped to claim the money. There was no evidence 
tending to prove that plaintiff ever said or did anything to encourage 
defendant to transfer the account, that he failed to speak when it was 
his duty to speak, or that he even knew of the transfer when it was made. 
There can be no question of estoppel here. De Lashmutt v. Teetor, 
261 Mo. 412, 413, 441, 443, 169 S.W. 34; Graham v. Gardner, Mo.App. 
233 S.W.2d 797, 802, 803. 

The judgment should be affirmed. 

BOUR, C., concurs. 

PER CURIAM. 


The foregoing opinion of SPERRY, C., is adopted as the opinion 
of the court. The judgment is affirmed. 
All concur. 


Check On “Savings Deposit” Must Be Made Payable To 
Depositor Under FRB Ruling 


Under a recent ruling by the Federal Reserve Board, a check 
drawn on a “savings deposit” as defined by Section 1 (e) of Regu- 


lation D and 1 (e) of Regulation Q (20 F.R. 3305) must be made 
payable to the depositor. The part of these regulations stating that 
payment may be made “to the depositor over the counter, through 
the mails or otherwise” was not meant to include payment to third 
persons. 
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Vice President’s Unauthorized Act Gives 
Rise to Liability of Bank 


As is the case in many small town banks, the senior vice 
president of a small bank in Texas had the authority to make 
loans from a depositor’s account after receiving the deposi- 
tor’s approval. He made one loan of $10,100 however, for 
which he did not get the depositor’s prior consent and when 
she questioned him about the loan he said it had been made to 
a reputable firm in exchange for its note and ample collateral. 
He told her also that the note and collateral had been put in 
her safe deposit box to which the bank had access. When the 
vice president died it was discovered that the money taken 
from the depositor’s account had not been lent to the firm 
indicated by the bank officer, and in fact could not be traced. 
The court ruled that under these circumstances the bank was 
liable to the depositor who had been lulled into inaction by the 
false representation of the bank’s officer. City National Bank 
of Cleburne v. Strickland, Court of Civil Appeals of Texas, 
273 S.W.2d 667. The opinion of the court is as follows: 


HALE, J.—Mrs. Lenora Strickland, appellee, instituted this suit on 
August 11, 1952, against The City National Bank of Cleburne, here- 
inafter referred to as appellant or as the bank, for the recovery of $10,- 
100 was interest. Among other grounds of the recovery sought, appellee 
alleged in substance that on October 5, 1949, the bank, without her 
knowledge or consent, appropriated such sum from the funds she had 
deposited with it and either applied the same on the indebtedness of 
Lyman Walker to the bank or used the same for its own benefit. The 
bank answered with a general denial and, in addition thereto, it pleaded 
that on October Ist and again on November Ist, 1949, appellee dis- 
covered that W. E. Abbas, Vice President of the bank, had withdrawn 
certain sums of money from her account without her consent; that she 
kept this knowldege secret and continued to entrust her affairs to Ab- 
bas, who was known to her to be unworthy of trust, until he died on 
March 31, 1951; that before and after appellee discovered the dis- 
honesty of Abbas, he acted as appellee’s agent and not as agent for 
the bank; and it also pleaded limitation, laches and estoppel. 


The case was tried by the court below without a jury and resulted 


NOTE—FPor similar decisions see B. L. J. Digest (Fifth Edition) § 1077. 
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in judgment for appellee against the bank for the sum of $10,100, with 
interest thereon at the rate of 6% per annum from October 5, 1949, 
less $606 previously paid to her as interest by the bank. From this 
judgment the bank has appealed. 


The record does not contain any findings of fact by the trial court 
or any request by either party for any findings. Consequently, in pass- 
ing upon the questions involved on the appeal, we must view the 
voluminous evidence as a whole and all reasonable inferences and de- 
ductions that may properly be drawn from the same in the light most 
favorable to the contentions of appellee, and in such manner as to sustain 
the judgment which was rendered in her favor, if that can reasonably 
be done. Although the bank sets forth numerous arguments in its brief 
as to why the trial court erred in rendering judgment against it, many 
of the legal arguments thus presented are based upon issuable facts 
which we must assume the trial court resolved against the contentions 
of the bank. 


The evidence shows that appellee had maintained an account with 
the bank since the death of her husband in 1929. The President of the 
bank did not reside in Cleburne, where the bank was situated, and he 
took no part in its daily operations, the actual management thereof 
being primarily in the hands of W. E. Abbas, who was the senior Vice 
President and who had been connected with the bank since its organiza- 
tion in 1927. Appellee conducted all of her banking transactions with 
Abbas. She authorized Abbas to make loans for her and to draw checks 
on her account with the bank when she approved a particular loan. But 
neither Abbas nor the bank had any authority to make any loan for 
appellee or to use any of her funds for that purpose without first 
obtaining her consent to make the loan. 


The bank records introduced on the trial of the case disclose that 
from June, 1946 through November, 1950, appellee’s account had been 
incorrectly debited on a number of occasions so as to show the with- 
drawal of amounts ranging from $1,000 to $5,000, but in each instance 
there was a corresponding credit entry before the end of the month in 
which the debit entry had been made, showing the deposit of an equal 
amount to her account. In each of these instances, however, the bank 
had mailed to appellee a monthly statement which did not show the 
withdrawal or the corresponding deposit so entered in the records of 
the bank and no cancelled items were submitted to appellee in any of 
her monthly statements evidencing these transactions, except in two 
instances. 

In the first instance, the monthly statement which appellee received 
shortly after October 1, 1949, disclosed that her account had been 
debited during the preceding month with $14,800, and that it had been 
credited with $14,858.05 on September 29, 1949. Appellee testified that 
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when she received this statement she went immediately to the bank and 
talked with Abbas and again told him “not to loan my money with- 
out first consulting me as to who he was going to loan it to, and if it 
suited me, then I would let him know whether to loan it or not.” 

In the second instance, the monthly statement which appellee re- 
ceived shortly after November 1, 1949, disclosed that on October 1, 
1949, Abbas had drawn a check on the account of appellee for $10,100 
and thereafter, on October 5, 1949, the amount of this check was 
charged against the account of appellee. This check was made pay- 
able to “Loan (as per request.)” On the face of the check, opposite the 
signature of Abbas, was the notation “For Loan, Allhands & Swatzell 
demand note.” Appellee testified that when she received this state- 
ment she went again to the bank and talked with Abbas and told him 
she thought that was too much money to loan to one person and when 
she told Abbas she wanted the money returned, he said “you shall have 
it.” But the money was not returned and the only benefit appellee has 
received by reason of the withdrawal of $10,100 from her account on 
October 5, 1949 was two credits to her account, each being in the sum 
‘of $303, one being entered on April 1, 1950, and one on October 1, 1950, 
these credits representing interest paid on the principal amount of the 
withdrawal, as evidenced by deposit slips mailed to appellee by the bank. 

During the course of the conversation which appellee had with Abbas, 
as referred to in the next preceding paragraph hereof, Abbas represented 
to appellee that the proceeds from the check dated October 1, 1949, 
had been used in making a loan to Allhands & Swatzell, a local firm 
of contractors who had an excellent credit rating; that the payment of 
the note evidencing the loan was secured by ample collateral; and that 
he had placed the note and collateral in appellee’s safety deposit box 
to which the bank held a key. When appellee interrogated Abbas as 
to why the loan to Allhands & Swatzell had not been made to them by 
the bank, Abbas explained to her that the firm had already borrowed 
its legal limit from the bank and he thought it would be an accommoda- 
tion to her to make the loan for her rather than to go to Ft. Worth for 
the purpose of getting the remainder of the money which Allhands & 
Swatzell required and that her money would be needed for only a short 
time and would be repaid. Appellee testified “He said ‘you shall have 
‘your money.’ Of course, I didn’t worry about it, because I knew Swat- 
zell was all right and they had it. I knew I would be getting it, but I 
didn’t know how soon.” 

Abbas died on March $1, 1951. Shortly after his death appellee 
went to the bank and opened her safety deposit box but she found no 
note from Allhands & Swatzell in her box and she found no collateral 
belonging to them, as she expected to find them the representations 
which had been made to her by Abbas. Appellee did find in her safety 
box a note dated October 5, 1950, payable to her order in the sum of 
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$10,100 signed by Lyman Walker. This note bore the typewritten no- 
tation: “guaranteed by W. E. Abbas.” Stapled to the note was a 
contract of guaranty, whereby W. E. Abbas, by his signature thereto 
attached under date of October 5, 1950, (this date being exactly one 
year after appellee’s account had been charged with $10,100) guaran- 
teed to the City National Bank of Cleburne, Texas, the payment of the 
note of Lyman Walker dated October 5, 1950, for $10,100. 

The evidence shows that Allhands & Swatzell were in good financial 
condition at all times material to this litigation, that they did not bor- 
row any money from appellee and that they had no connection with 
any of the bank transactions involved in this suit. Lyman Walker 
testified that he borrowed large sums of money from the City National 
Bank of Cleburne and that his ledger showed loans to him from that 
bank only. He did not remember signing a note payable to appellee 
and he knew nothing of the note until after the death of Abbas. He was 
indebted to the bank for $137,000 at the end of December, 1949, for 
$237,800 at the end of December, 1950, and for $241,800 on March 
$1, 1951, when Abbas died. The bank charged off of its books as a 
loss only $36,000 on the Lyman Walker indebtedness, although Walker 
testified that his claimed assets were completely worthless. 

Based upon a close inspection of the record before us, it is the 
considered opinion of this court that there was no error in the judg- 
ment of the court below. 

When the bank received the funds of appellee for deposit, it became 
indebted to her for the full amount so received and it could discharge 
the obligation thus assumed by it no way other than to pay such 
amount back to her on demand or to pay the same to some other person 
upon her order. There is no evidence that appellee ever ordered the 
bank to pay any sum of money to Lyman Walker for any purpose, 
or that she ever authorized the bank or Abbas, by ratification or other- 
‘wise, either to pay, withdraw or use any part of the amount here in 
dispute for any purpose whatsoever, other than to make a loan of the 
same to Allhands & Swatzell. Since the evidence shows conclusively 
that no part of the disputed amount was paid, withdrawn or used 
for the purpose of making a loan on behalf of appellee to Allhands 
& Swatzell, we think the bank must be required to respond to appellee 
for the full amount thereof, together with interest at the rate of 6% 
per annum from the time when the bank improperly charged her ac- 
count with the item in controversy, less the amount which has been 
paid to her as interest. City Nat. Bank of Bryan v. Gustavus, Tex.Civ. 
App., 77 S.W.2d 565 and authorities: Id., Tex. Com.App., 106 S.W.2d 
262; L. G. Balfour Co. v. State Trust & Savings Bank of Dallas, Tex. 
Civ.App., 120 S.W.2d 477. 

The facts involved in the case of City National Bank of Bryan v. 
Gustavus, supra, are closely analogous to the facts in the case here 
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under consideration. In the Gustavus case this court held that the 
cashier of the City National Bank of Bryan, being the chief officer of the 
bank, was acting in the transactions there involved as the agent of 
‘the bank and not as the agent for his sister-in-law, and the Commission 
of Appeals likewise held that the rights of Mrs. Gustavus were not to 
be prejudiced by “the fraudulent schemes of the bank’s cashier.” 

But appellant argues that the holdings in the Gustavus case are 
not of controlling effect in their application to the case now under con- 
sideration because, it says in its brief, “Mrs. Gustavus was completely 
innocent and had no knowledge of any misconduct on the part of the 
cashier. Mrs. Strickland, on the other hand, knew Abbas had taken 
her money without her consent and she kept this knowledge secret and 
withheld it from any other officer of the bank. Mrs. Strickland wants 
to play a ‘heads I win, tails you lose’ game with the bank. If, after 
she made the discovery that Abbas was a thief and she continued to 
do business with him everything turned out all right, she would have 
no loss. But if things didn’t go well, and a loss developed, she could 
transfer it to the bank.” It also says that since appellee did not notify 
the bank in writing within one year from October 5, 1949, that the 
check which Abbas had drawn on October 1, 1949, against her account 
was unauthorized, she was precluded by the terms of Art. 342-711 of 
Vernon’s Tex.Civ.Stats. from thereafter disputing the charge to her 
account on the ground that it was unauthorized. We are not in ac- 
cord with these arguments. 

From the evidence before us, we cannot say that Abbas ever took 
any money belonging to appellee, or that she “knew Abbas had taken 
her money.” Although the evidence indicates that the books of the 
bank were so kept as to remain in balance at all times, there was no 
showing of a withdrawal from the bank of cash in the sum of $10,100 on 
October 5, 1949, and there was no showing as to where, if at any place 
in the books of the bank, a corresponding credit was entered to offset 
the debit of $10,100 against the account of Mrs. Strickland as entered on 
October 5, 1949. Hence, we do not know whether the bank, Abbas, 
Lyman Walker or some other party was the beneficiary of such debit 
entry. 

While Mrs. Strickland knew shortly after November 1, 1949, what 
her bank statement for the previous month disclosed and the verbal 
explanation which Abbas made to her when she talked with him about 
the same, we see no reason why good faith or due diligence on her 
part should have required her, a widow 85 years of age, to notify the 
board of directors or any or all of the officers of the bank what the 

tatement of the bank disclosed or what Abbas told her in explanation of 
he statement. The bank was charged with notice of what its records 
disclosed. By placing Abbas in control of the bank’s operations, the 
board of directors thereby held him out to the public as being worthy 
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of trust and confidence and we perceive no legal or equitable ground 
upon which the rights of Mrs. Strickland against the bank should now 
be prejudiced on account of any fraudulent scheme Abbas might have 
entertained or contrived in his efforts on behalf of the bank to finance 
the business affairs in which Lyman Walker was engaged. The nota- 
tion on the check dated October 1, 1949, and the verbal explanation 
which Abbas gave to Mrs. Strickland as to the purpose for which 
the check had been drawn were false. But Mrs. Strickland did not 
know the material representations made to her by Abbas were false 
and she had a right to rely upon the truth of the representations so 
made to her by Abbas as the agent and vice principal of the bank. 

Art. 342-711 of Vernon’s Tex.Civ.Stats. provides in substance that no 
depositor of a bank shall be permitted to dispute any charge to his 
account on the ground that the same was an authorized item unless, 
within one year from the time the item is charged, he shall notify the 
bank in writing that the item so charged was unauthorized. How- 
ever, we do not think this Article is applicable to the facts of the case 
before us. In construing this Article, the Supreme Court said in the 
case of Liberty Mut. Ins. Co. v. First Nat. Bank in Dallas, 151 Tex. 
12, 245 S.W.2d 237, 240, that “it was the intention of the legislature 
iin the enactment thereof, in the absence of notice, to bar within one 
year causes of action founded upon infirmities in cancelled items which 
are discoverable upon examination.” But the infirmities in the can- 
celled item upon which appellee’s cause of action rests in this case were 
not discoverable upon an examination of the statement which the bank 
furnished to her. Although Abbas was not authorized in the first 
instance to draw a check against the account of appellee for the pur- 
pose of making a loan for her to Allhands & Swatzell, the basis of her 
suit does not rest upon that fact. Her cause of action is founded upon 
the fact that Abbas misrepresented to her the purpose for which the 
‘check had been drawn and the use which had been made of the funds 
derived from such check. 

Appellant says the suit of appellee, in so far as it is an action for 
fraud and deceit, is barred by the two years statute of limitation as 
embraced in Art. 5526 of Vernon’s Tex.Civ.Stats. We cannot agree 
with this contention. Appellee did not discover the fraud and deceit 
which had been perpetrated against her until after the death of Ab- 
bas on March 31, 1950. Immediately after she discovered the fraud, 
she sought out the chief executive officer of the bank and attempted 
to discuss the matter with him but she was advised by the officer that 
she would have to discuss the situation with the bank’s attorney. Ap- 
pellee testified that she then sought to secure an inerview with the 
bank’s attorney but was never able to do so. It is well settled that 
limitation does not begin to run against an action based upon fraud 
until such time as the fraud is discovered, or in the exercise of due 
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diligence should have been discovered. 

Furthermore, since the trial court was warranted in finding under 
the evidence in this case that the bank, through its negligence and mis- 
representations, made orally by its vice-president and through the de- 
posit slips mailed to her, lulled appellee into a feeling of security and 
caused her to delay taking any action to enforce her claims, we think the 
bank is precluded and estopped from relying on its pleaded defenses 
of limitation. 28 Tex.Jur. 164; 28 Tex.Jur. 246; Delaware Punch Co. of 
America v. Reinarz, Tex.Civ.App., 61 S.W. 2d 135 (er. ref.). 

From the evidence before us, we cannot say as a matter of law 
that appellee was negligent or careless in her conduct concerning any 
of the transactions involved in this suit, or that she is estopped in equi- 
ty or barred by laches from prosecuting the cause of action declared 
upon. On the contrary, it appears to us that the trial court was war- 
ranted in finding that if the bank paid the check for $10,100 dated 
October 1, 1949 to anyone other than Allhands & Swatzell, it was 
negligent in doing so and that such negligence on the part of the bank 
was the proximate cause of appellee’s loss. Under such facts, the 
trial court did not err in entering judgment for appellee. Greenville 
Nat. Exchange Bank v. Nussbaum, Tex.Civ.App., 154 S.W.2d 672 (er. 
ref. w. m.); Republic Nat. Bank of Dallas v. Maryland Cas. Co., Tex. 
Civ.App., 184 S.W.2d 496; Southwest Nat. Bank of Dallas v. H. F. 
Underwood & Co., 120 Tex. 83, 36 S.W.2d 141; Texas Bank & Tsust 
Co. of Sweetwater v. Withers, Tex.Civ.App., 60 S.W.2d 1061 (er. dis.). 

Because we have concluded that there was no error in the judg- 
ment appealed from, all of appllant’s points are overruled and the judg- 
ment of the court below is affirmed. 


Evidence Of Fraud In Postdated Check Case 


Part of the syllabus of the Supreme Court of Ohio in a recent 
case stated that: “The sufficiency of funds or credit is determinable 
at the time of presentment of a check for payment, and the delivery 
on November 83 of a check dated November 5 by a person in his 


capacity as president of a corporation, where at the time of de- 
livery neither he nor the corporation has any funds in the drawee 
bank, never had any funds therein and made no deposit prior to 
the date of the check, constitutes the prime facie evidence of fraud 
defined in Section 115.23, Revised Code.” The State of Ohio v. 
De Nicola, Supreme Court of Ohio, 126 N.E.2d 62. 
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Purchaser of Time Warrants From Bank 
Ruled Holder in Due Course 


A very interesting case involving time warrants issued by 
a Florida school district has been decided recently by a Florida 
Court. The school district issued $25,000 of time warrants 
which were purchased by the Bushnell bank for only $15,000 
and later hypothecated to the Union bank as security for 
a loan. Subsequently, the Bushnell bank went into receiver- 
ship and after negotiation the Union bank received title to 
the warrants, which it later sold to Wright who brought suit 
to collect them from the school district. 


Under these circumstances the court ruled (1) the war- 
rants were negotiable even though “payable out of Common 
School Funds” since this language did not restrict payment 
only out of such funds, and (2) Wright was a holder in due 
course only to the extent of the Union bank’s lien against the 
Bushnell bank since at the time the warrants were assigned to 
Union it knew that the Bushnell bank had not paid full con- 
sideration for them; that is, Wright was a holder in due course 
only to the extent that Union had been a holder in due course 
itself; beyond that Union, and consequently Wright, was sub- 
ject to the personal defense of the school district that there 
had not been full consideration for the warrants. Wright v. 
Board of Public Instruction for County of Sumter, Supreme 
Court of Florida, 77 So. 2d 435. The opinion of the court is 
as follows: 


SEBRING, J.—This litigation involves twenty of a series of twenty- 
five time warrants, in the face amount of $1,000 each, issued in 1923 
by the appellee, Board of Public Instruction for Sumter County, Florida, 
pursuant to Chapter 6654, Special Acts of 1913, which authorized their 
issuance “upon the common school fund of Sumter County,” and pro- 
vided that the Board should “set apart out of the County school funds 
of Sumter County, Florida, sufficient moneys to meet and pay [the 
obligations].” By their terms, five of the twenty warrants involved 
matured in 1933, five in 1938, and ten in 1943. Each of the warrants 
contained a promise to pay the face amount thereof and “interest thereon 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 650. 
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at the rate of 6% per annum, interest payable semi-annually on the 
first day of January and the first day of July in each year until the 
principal sum thereof shall be fully paid, upon presentation and sur- 
render of the respective coupons hereto annexed, as they severally be- 
come due.” Each also included the provision that it was “payable out 
of the Common School Funds of Sumter County, Florida,” and that 
“the full faith, credit and resources of the said Board of Public Instruction 
in and for Sumter County, Florida, are pledged for the . . . payment 
. . « hereof.” See Wright v. Board of Public Instruction of Sumter 
County, Fla., 48 So.2d 912, wherein the validity of these warrants was 
upheld. 

When the twenty-five warrants were issued by the Board in 1928, 
they were purchased by the Citizens Bank of Bushnell. Shortly after 
this purchase the Citizens Bank hypothecated the twenty-five war- 
rants, of the aggregate face value of $25,000, and certain other collateral, 
with the Union Trust Company of Baltimore, Maryland, as security for 
an indebtedness owed by Citizens Bank to Union Trust Company in 
the principal amount of $15,000. In due course, the Board paid off the 
five warrants becoming due and payable in 1928, which left the remain- 
ing twenty warrants outstanding in the hands of Union Trust Com- 
pany to secure the indebtedness owed it by Citizens Bank of Bushnell. 


At some later date, the Citizens Bank of Bushnell was placed in 
receivership. Subsequently, on September 13, 1934, the liquidator of the 
Bank, in consideration of the surrender of a promissory note of the 
Citizens Bank, in the sum of $22,265.24, held by Union Trust Com- 
pany, to evidence the debt of the Bank, assigned and transferred to 
Union Trust Company all right, title and interest in and to the instru- 
ments which Union Trust Company held as security for the payment 
of the debt; namely, the said twenty time warrants, of the face value of 
$20,000, and two certain promissory notes payable to the order of Citi- 
zens Bank as payee on which there was an aggregate balance due of 
$4,429.76. On February 21, 1939, the plaintiff, Ed C. Wright, pur- 
chased the twenty time warrants from Union Trust Company for the 
sum of $3,600. Thereafter he instituted the present suit to enforce pay- 
ment of the face amount of said warrants and the interest coupons 
attached thereto, plus interest on both the warrant and the interest 
coupons. 

To the complaint filed in the cause the defendant filed defenses to 
the legal effect that the plaintiff was neither a holder in due course nor 
a holder who derived his title through a holder in due course and that 
consequently the warrants in the hands of the plaintiff were subject to 
all personal defenses which the Board of Public Instruction might have 
interposed against Citizens Bank of Bushnell, the original purchaser, 
among which was the defense of partial failure of consideration. Also 
set up as a defense to the complaint was the plea that the warrants 
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were non-negotiable instruments from their inception and consequently 
were subject to all personal defenses which the maker thereof might 
lawfully interpose against the original holder and its assignees in title. 

The cause came on for hearing before the trial court, without a 
jury, who found from the evidence, in respect to the original twenty- 
five warrants issued in 1923 and payable five in 1928, five in 1933, five 
in 1938 and ten in 1943, that “the total amount which the Board of 
Public Instruction of Sumter County, Florida, ever received for said time 
warrants is . . . $15,000.00;” that “about the time that said warrants 
were delivered to the Citizens Bank of Bushnell, said bank was in- 
debted to Union Trust Company of Baltimore, Maryland, in the sum 
of $15,000.00 and it hypothecated the 25 time warrants of the aggre- 
gate face value of $25,000.00 with said Union Trust Company as security 
for said indebtedness. The Board ... paid the Time Warrants which 
fell due on September 1, 1928, leaving outstanding, in the hands of Union 
Trust Company .. . [the remaining twenty warrants]. On February 
21, 1939, the plaintiff, Ed C. Wright, purchased said Time Warrants from 
said Union Trust Company for the sum of $3,600.00. Prior to said 
‘purchase plaintiff [Wright] knew that the Board of Public Instruction 
had received only $10,000.00 for the twenty warrants of the aggregate 
principal amount of $20,000.00.” 

The trial court found further that the time warrants were payable 
out of a particular fund and therefore were non-negotiable, with the 
consequence that all transferees and assignees of the warrants took them 
subject to the same defenses that the Board of Public Instruction might 
have interposed against Citizens Bank of Bushnell, the original holder. 

Finally, the court found that the plaintiff was not entitled to recover 
interest after_maturity, either as to the time warrants or as to the in- 
terest coupons attached thereto. 

In accordance with these findings the trial court rendered a judgment 
in favor of the plaintiff and against the Board of Public Instruction, 
in “the sum of $10,000.00 as principal and the sum of $4,800.00 as in- 
terest as evidenced by the interest coupons attached to said Time War- 
rants, or the aggregate sum of $14,800.00 principal and interest, together 
with the cost of this proceeding . . . said sums to be paid out of the 
common school fund of Sumter County, Florida, and not otherwise.” 

The plaintiff has appealed from this judgment and questions the 
several findings and rulings of the trial court. 

From our study of the record we are of the opinion that there is 
sufficient evidence to sustain the findings by the trial court that the 
Board of Public Instruction received only $15,000 for the twenty-five 
time warrants of the face value of $25,000; that the Citizens Bank of 
Bushnell hypothecated the twenty-five time warrants to Union Trust 
Company to secure an indebtedness in the principal sum of $15,000; 








652 THE BANKING LAW JOURNAL 


and that the Board paid off and retired the five time warrants which 
fell due on September 1, 1928, leaving outstanding in the hands of Union 
Trust Company the remaining twenty warrants of the face value of 
$20,000 as security for the debt owed to Union Trust Company by 
Citizens Bank of Bushnell. There is also sufficient evidence in the 
record to support a finding that the plaintiff Wright purchased the time 
warrants from Union Trust Company, on February 21, 1939, for the 
sum of $3,600 and that at and prior to the time of the purchase Wright 
knew that the Board contended that it had received only $10,000 for said 
twenty warrants. However, our approval of the correctness of the 
findings of the trial court does not necessarily mean that the judgment 
appealed from must be affirmed; for we find that the trial court made 
certain findings other than those specifically set out in this paragraph 
which, in our opinion, are erroneous and which require a reversal of the 
judgment. 

We cannot agree, for example, that the warrants in question are 
non-negotiable because they “are payable out of a particular fund” and 
are therefore subject, in the hands of any holder, to the defense of par- 
tial failure of consideration. In respect to this point this case is gov- 
erned by the principles stated in the recent decision handed down in 
Board of Public Instruction of Putnam County v. Wright, Fla;——So.2d 
——, wherein it is said: . . . the negotiability of any instrument . . . is 
determined by the presence, or absence, of the legal elements of ne- 
gotiability rather than by any declaration as to its nature. . . . While 
it is the rule that an order or promise to pay an instrument only out 
of a particular fund renders the instrument non-negotiable, it is equally 
the rule that a mere ‘indication of a particular fund out of which reim- 
bursement is to be made’ does not affect negotiability. Section 674.04, 
Florida Statutes 1951, F.S.A.” In view of the fact that the language 
of the statute, Chapter 6654, Special Acts of 1913, and the warrants 
in the present case is simply that the obligations shall be “payable 
out of the Common School Funds,” and not that they shall be payable 
only from that fund, and in view of the further fact that there is in 
addition a pledge of the full resources of the Board, the rule stated in 
Board of Public Instruction of Putnam County v. Wright, supra, is ap- 
plicable; namely, that a provision for payment from a certain source, 
in the absence of language limiting payment to that source alone, “does 
not constitute a mandatory restriction on the source of payment and 
does not render the [instruments] non-negotiable if they are issued as 
general obligations of the maker. 43 Am.Jur., Public Securities and 
Obligations, section 163; Keck v. Yakima Savings & Loan Ass’n, 160 
Wash. 430, 295 P. 483, and other cases in annotation 42 A.L.R. at page 
1031; sec. also section 674.04, Florida Statutes 1951, F.S.A.” 


There is still another conclusion reached by the trial court with 
which we cannot agree. So far as we can find from the record there is 
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not one scintilla of evidence that at the time Union Trust Company 
received the time warrants from Citizens Bank of Bushnell as security 
for the repayment of money lent by Union Trust Company to the Citi- 
zens Bank, the lender, Union Trust, did not acquire the warrants in 
good faith or that it had any knowledge that full consideration had not 
been paid in the first instance for the issuance of the warrants. There- 
fore, under applicable statutes, Union Trust Company acquired a lien 
on the warrants and became a holder in due course of the instruments 
by accepting them from Citizens Bank as collateral for the loan; sub- 
ject, of course, to the specific limitations of the statute by which such 
a transferee is deemed to be a holder in due course; namely, that “where 
the holder has a lien on the instrument, arising either from contract or by 
implication of law, he is deemed a holder for value to the extent of his 
lien.” Section 674.30, Florida Statutes 1951, F.S.A. (Emphasis sup- 
plied.) Beutel’s Brannon, N.I.L., 7th ed., Sec. 27, p. 534; 8 Am.Jur., 
Bills & Notes, Sec. 439; First Nat. Bank & Trust Co. of Muskogee v. 
Heilman, 10 Cir., 62 F.2d 157; Adolph Ramish, Inc., v. Woodruff, 2 Cal.2d 
190, 40 P.2d 509, 96 A.L.R. 1146; Wyche v. Bank of Campbell County, 161 
Ga. 329, 130 S.E. 566; Bedinger v. Citizens’ National Bank of Covington, 
212, Ky. 486, 279 S.W. 622; Thomas v. Siddens, 230 Ky. 651, 20 S.W.2d 
482; Aab v. French, Mo.App., 279 S.W. 435; Bankers’ Commercial Sec. 
Co. v. Piercy Corp., 145 Misc. 649, 260 N.Y.S. 127; South Side Bank of 
Scranton v. Raine, 306 Pa. 561, 160 A. 446; National Bank of Com- 
merce of New York v. Bottolfson, 55 S.D. 196, 225 N.W. 385, 69 A.L.R. 
892; Kincaid v. Lee County State Bank, Tex.Civ.App., 4 S.W.2d 310, 
and John Davis & Co. v. Bedgisoff, 155 Wash. 127, 283 P. 665. 


What the extent of this lien is, in dollars and cents, does not plainly 
appear from the record. All that we know from the record is that dur- 
ing the time the Union Trust Company held the entire issue of twenty- 
five warrants as collateral security for the payment of a $15,000 loan, 
with interest, the five warrants falling due in 1928 were retired by 
payment; that, thereafter, only twenty warrants were retained by the 
Trust Company as security for the principal and interest owed it by 
Citizens Bank of Bushnell; that this principal and interest, whatever 
the full amount may be, is the extent to which the Union Trust Company 
held a lien on the warrants. 

It is clear from the evidence that by a compromise agreement with 
the liquidator of the Citizens Bank of Bushnell on September, 13, 1934, 
Union Trust Company acquired complete title to the warrants in ques- 
tion, independent of any lien the Trust Company might theretofore 
have had against the warrants by reason of the fact that the warrants 
were being held as collateral for the indebtedness owed by Citizens Bank. 
And although the trial court made no specific finding on the point, it is 
equally clear from the evidence that prior to this transaction with the 
liquidator the Trust Company had notice of alleged defects in the in- 
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struments and consequently did not become a holder in due course by 
virtue of that transaction. Therefore, its position as a good faith holder 
in due course of the instruments could not rest upon the title acquired 
by it in the sale from the liquidator but had to rest upon its prior in- 
terest as lienor arising by reason of the fact that it held the warrants 
as collateral for the loan. 

Manifestly, when the plaintiff Wright purchased the warrants from 
Union Trust Company in 1939 he acquired the instruments subject to 
section 674.60, Florida Statutes 1951, F.S.A., which provides: “In the 
hands of any holder other than a holder in due course, a negotiable 
instrument is subject to the same defenses as if it were nonnegotiable. 
But a holder who derives his title through a holder in due course, and 
who is not himself a party to any fraud or illegality affecting the in- 
strument, has all the rights of such former holder in respect of all parties 
prior to the latter.” (Emphasis supplied.) Wiers v. White, 142 Fla. 
628, 196 So. 206. For the proposition that these derivative rights inure 
to a purchaser after maturity, see United States v. Bryant, D.C.Fia., 
58 F.Supp. 663, affirmed 5 Cir., 157 F.2d 767. 

In view of the finding by the trial court that the plaintiff Wright 
acquired the warrants from Union Trust Company with notice of the 
contention of the Board of Public Instruction that there was a partial 
failure of consideration for the issuance of the warrants, at the inception, 
the plaintiff’s right to sue and recover on the warrants free of the de- 
fense of failure of consideration, depends entirely upon the second sen- 
tence of section 674.60 quoted above, which gives to a holder who derives 
‘his title through a holder in due course “all the rights of such former 
holder in respect of all parties prior to the latter.” 

As has been noted, the only property right that Union Trust Com- 
pany ever had in the time warrants as a holder in due course was a lien 
on the warrants to secure the payment of the debt owed it by Citizens 
Bank of Bushnell. Therefore because of the express limitations contained 
in section 674.60, supra, the extent of the property right acquired from 
Union Trust Company by Wright that could be enforced against the 
Board of Public Instruction, free from personal defenses, amounted to the 
extent of the lien held by Union Trust Company for the satisfaction of 
the debt. Wright did not acquire the whole title to the warrants, free 
from personal defenses, because as to the whole title Union Trust Com- 
pany was not a holder in due course. 

We find that the trial court erred in its ruling in respect to the re- 
covery of interest after maturity on the time warrants involved herein, 
and the interest coupons issued therewith. On this point, the decision 
in Board of Public Instruction of Putnam County v. Wright, supra, is 
controlling. 

Having reached the conclusions that the plaintiff has the right to 
recover on the warrants, free of personal defenses, to the extent of the 
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lien of the good faith holder of the instruments from whom the plain- 
tiff derived his title, we are of the view that the judgment appealed from 
must be reversed and remanded for a new trial in accordance with the 
principles set forth herein. 

It is so ordered. 

ROBERTS, C. J., and HOBSON and DREW, JJ., concur. 

TERRELL, THOMAS, and MATHEWS, JJ., dissent. 





Bank Liable for Paying Postdated Check 


Despite Exoneration Clause in Statement 


The common law rule regarding the premature payment 
of a postdated check is stated in 9 C.J.S. Banks & Banking 
§ 845. 

“A postdated check is payable on or at any time after the 
day of its date, being in effect the same as if it had not been 
issued until that date; the bank ought not to pay it, if pre- 
sented earlier, and if it does the depositor can recover his 
money.” 


Applying this rule a New York court has held that a bank 
was liable for paying a postdated check before its date even 
though the following statement appeared at the bottom of the 
bank’s quarterly statement: “The bank will not be responsible 
for payment of postdated checks . . . and the depositor agrees 
to hold this bank harmless in relation thereto.” 


In ruling that this statement did not free the bank from 
liability the court pointed out that there was no proof that 
this statement had ever been called to the attention of the 
depositor or been acquiesced in or even observed by him. Mon- 
tano v. Springfield Gardens National Bank, Supreme Court, 
Appellate Term, New York, 140 N.Y.S.2d 68. The opinion 
of the court is as follows: 


HART, J.—On July 29, 1952, plaintiff opened a “Check Master” 
NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 91. 
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account with defendant bank. On the signature card signed by him at 
that time appears the following: “This account is subject to the rules 
governing Check Master accounts printed in the passbook, the Depositor’s 
Agreement or the Deposit Balance Form one of which has been de- 
livered to and accepted by the Depositor to which rules and conditions 
the Depositor agrees by the delivery hereof to the bank.” 


At the time the account was opened a passbook headed “Rules gov- 
erning Check Master accounts” was delivered to plaintiff. There was, 
however, no proof at the trial that copies of the “Depositor’s Agreement” 
or the “Deposit Balance Form” were delivered to him or the substance 
thereof called to his attention. Under the type of account opened by 
plaintiff the deposit balance form or statement of account is rendered 
quarter-annually by the bank. At the foot thereof, along with other 
printed matter, appears the phraseology “This bank will not be responsi- 
ble for payment of postdated checks . . . and the depositor agrees to 
hold this bank harmless in relation thereto.” A scanning of the sample 
passbook in evidence discloses that there is no such disclaimer of respon- 
sibility for payment of postdated checks therein. 


On or about April 9, 1954, plaintiff issued two postdated checks to 
one I. Shapiro drawn on defendant bank in the amounts of $200 and 
$300, respectively. The latter check, though dated April 16, 1954, was 
deposited by the payee on April 9, 1954, and paid by defendant on April 
12, 1954. Defendant conceded that plaintiff called in person on April 
13, 1954, for the purpose of stopping payment and was told that payment 
of the check could not be stopped in advance of its due date and, as a 
matter of fact, that payment on the check had been made the previous 
day. 


The gravamen of plaintiff’s action is the breach of the contract “of 
agency” in honoring the postdated check before its maturity date and 
for negligence in making payment thereon. From a judgment in de- 
fendant’s favor plaintiff appeals. 


The common-law rule of liability of a bank in paying prematurely 
a postdated check is succinctly set forth in 9 CJ.S., Banks and Bank- 
ing, § 345, p. 696: 


“A postdated check is payable on or at any time after the day 
of its date, being in effect the same as if it had not been issued 
until that date; the bank ought not to pay it, if presented earlier, 
and if it does the depositor can recover his money.” 


See also Morse on Banks and Banking, 5th Edition, Vol. 1, p. 698, § 
$89-a; Godin v. Bank of Commonwealth, 13 N.Y. Super Ct. 76, 6 Duer 
76; Dousmanis v. Colonial Bank, 134 Misc. 472, 235 N.Y.S. 489, affirmed 
228 App.Div. 809, 240 N.YS. 874. 
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A bank’s common-law liability may be limited where the limitation 
“has the assent of the depositor.” Gaita v. Windsor Bank, 251 N.Y. 
152, 154—155, 167 N.E. 203, 204. Defendant contends that such an 
agreement limiting its liability was entered into herein as evidenced by 
the “rule” printed at the foot of the statement of account mailed- 
quarterly to plaintiff to the effect that it “will not be responsible for 
payment of postdated checks ...” As previously noted, there is no 
proof that such a sample statement was delivered to the plaintiff at the 
time he signed the signature card. The latter instrument, which de- 
fendant claims is the basic contract between the parties, purports to 
incorporate by reference the “rules” of the bank. There was no proof 
whatever that the substance of the language appearing at the foot of 
the bank statement was ever called to plaintiff’s attention or observed 
by and acquiesced in by him. Under these circumstances it does not 
appear that the minds of the parties met so as to provide for a limitation 
of the liabilty imposed on defendant by the common law. Cf. Arthur 
Philip Export Corp. [Leatherstone Inc.], 275 App.Div. 102, 87 N.Y.S.2d 
665; General Silk Importing Co., Inc., v. Gerseta Corp., 198 App.Div. 
16, 189 N.Y.S. 391; Tanenbaum Textile Co. v. Schlanger, 287 N.Y. 400, 
404, 40 N.E.2d 225, 226; Klar v. H. & M. Parcel Room, Inc., 270 App.Div. 
538, 61 N.Y.S.2d 285, affirmed 296 N.Y. 1044, 73 N.E.2d 912. 


Moreover, the “rule” itself is not sufficiently broad to relieve de- 
fendant from the consequences of its own negligence. The language 
employed by defendant in this connection must be strictly construed 
and most strongly against it. In the case of Howard v. Handler Bros. 
& Winell, Inc., 279 App.Div. 72, 75, 107 N.Y.S.2d 749, 752, affirmed 303 
N.Y. 990, 106 N.E.2d 67, the court stated: 


“The law does not look with favor upon attempts to avoid 
liability for one’s own fault, and although it is permissible in in- 
stances to contract one’s self out of liability for negligence, such 
a result is not to be countenanced unless it is absolutely clear 
that such was the understanding. It must be precisely provided 
that limitation of liability extends to negligence or other fault of 
the party attempting to shed his ordinary responsibility.” (Em- 
phasis supplied.) 


See also Boll v. Sharp & Dohme, Inc., 281 App.Div. 568, 121 N.Y.S.2d 
20. 


The foregoing principle, in its application to the construction of 
bank rules, finds apt expression in the case of Elder v. Franklin Na- 
tional Bank, 25 Misc. 716, 55 N.Y.S. 576, 578. There an action had 
been brought by a depositor against the bank for failure to comply 
with a stop payment order. The defense was predicated on a provision 
in the passbook which read as follows: “It is further agreed that the 
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bank shall not be responsible for the execution of an order to stop 
payment of a check previously drawn; that the bank will endeavor 
to execute such orders, but that no liability shall be created by failure 
so to do, and that no rule, usage or custom shall be construed to create 
such liability.” The Appellate Term, First Department, held that the 
agreement was to be construed so as to afford immunity from lia- 
bility to defendant only “where the bank has exercised ordinary care 
in that regard” and made the following pertinent observation: 


“The courts are not prone to construe instruments in such a 
way as to support a waiver of liability for negligence. Appleby 
v. Erie County Savings Bank, 62 N.Y. 12; Allen v. Williamsburgh 
Savings Bank, 69 N.Y. 314; Mynard v. Syracuse, etc., R. Co., 71 
N.Y. 180. The first two cases above cited bear upon the liability 
of a savings bank for the payment of money to the wrong person. 
In the first case the by-law of the bank read: ‘Although the 
bank will endeavor to prevent fraud upon its depositors, yet all 
payments to persons producing the pass books issued by the 
bank shall be valid payment to discharge the bank.’ In com- 
menting upon the rule, Church, Ch. J., giving the opinion of the 
court, says (page 17): ‘But these rules do not dispense with the 
exercise of ordinary care on the part of the officers of the bank. 
If, by a regulation designed to prevent fraud upon depositors, 
which by the rules the bank promised to “endeavor” to do, a fact 
or circumstance is brought to the knowledge of the officers, which 
is calculated to, and ought to, excite the suspicion and inquiry 
of an ordinarily careful person, it is clearly the duty of the officers 
to institute such inquiry, and a failure to do so is negligence, for 
which the bank would be liable; and such, I understand, is the 
doctrine of the cases cited by the defendant. The officers of these 
institutions are held to the exercise of reasonable care and dili- 
gence. The second case above cited is substantially to the same 
effect.” 


See also Ficken v. Emigrant’s Industrial Savings Bank, 33 Misc. 92, 
67 N.Y.S. 143. 


Upon the trial of the instant case there was no showing by de- 
fendant that it used due care to avoid premature payment of the check. 
Moreover, even if plaintiff had assented to the “rule” in question, it 
is difficult to conceive that such payment was not made without eare- 
lessnesss on the part of an officer or employee of the bank. 


The judgment appealed from should be reserved with $30 costs to 
plaintiff, and judgment directed for plaintiff as prayed for in the com- 
plaint with appropriate costs in the court below. 


Judgment unanimously reversed upon the law and facts, with $30 
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costs to plaintiff, and judgment directed for plaintiff as prayed for in the 
complaint, with appropriate costs in the court below. 
PETTE and DI GIOVANNA, JJ., concur. 





Charter Permits Bank to Establish 
Branches Anywhere in State 


The value of having an ancient charter containing broad 
powers to establish branch banks has been demonstrated again 
by a Maryland case. A state statute provided in part “with 
the approval of the Bank Commissioner, any mutual savings 
institution shall have the right and authority to establish in 
the same city, town or village, and maintain branches when 
its guarantee fund equals the minimum requirement as to 
capital of State banks in the same locality.” The charter of 
the St. James Savings Bank provided that “its operations are 
to be carried on in the State of Maryland.” When the bank 
brought suit for a declaration that it could open a branch bank 
in any county of Maryland without the Bank Commissioner's 
approval and for an injunction restraining the Commissioner 
from prohibiting the establishment of such branches, the court 
ruled in favor of the bank, giving as its reason that the statute 
did not abrogate the powers graned under the original charter. 
St. James Savings Bank of Baltimore City v. Kirkwood, Court 
of Appeals of Maryland, 111 A. 2d 212. The opinion of the 
court is as follows: 


DELAPLAINE, J.—The Saint James Savings Bank of Baltimore 
City, a mutual saving institution, brought this action in the Circuit 
Court of Baltimore City against William H. Kirkwood, Jr., State Bank 
Commissioner, and Edward D. E. Rollins, Attorney General of Maryland, 
to obtain (1) a judicial declaration that it has the power to establish 
branch offices in the counties of Maryland without the approval of the 
Bank Commissioner, and (2) an injunction restraining defendants from 
prohibiting it from establishing any branch offices in the counties of 
Maryland, particularly the office it contemplates in Parkville in Balti- 
more County. 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 215. 
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The suit was brought under the Uniform Declaratory Judgments Act. 
There is no question that complainant had the right to invoke the Uniform 
Act. It provides that any person whose rights, status or other legal 
relations are affected by a statute, municipal ordinance, contract, or 
franchise, may have determined any question of construction or validity 
arising under the statute, ordinance, contract, or franchise and obtain 
a declaration of rights, status or other legal relations thereunder. Code 
1951, art. $1A, sec. 2. 


Complainant alleged that it has an option to lease an office on Hart- 
ford Road at Parkville, and that it has the power to establish and main- 
tain a branch there. It further alleged that the State Bank Commis- 
sioner, relying on a ruling of the Attorney General, asserted that it has 
no power to establish a branch outside of the City of Baltimore. 


Defendants filed a combined demurrer and answer to the bill of 
complaint. After a hearing on the bill, demurrer and answer, and stipu- 
lation of counsel, the Court dismissed the bill. Complainant appealed 
from that decree. 


In 1870 the Legislature enacted the first general law prescribing the 
method by which a banking institution could be established “in their 
now locality or any other within the State.” Laws 1870, ch. 206. It 
was not until 1910, however, that the Legislature, in re-enacting Article 
11 of the Code entitled “Banks and Trust Companies,” created the 
office of State Bank Commissioner, and made provision for the regula- 
tion and supervision of all banks, trust companies and savings institu- 
tions in Maryland. Laws 1910, ch. 219. 


During the next ten years there was no express statutory authority 
for branch banks in Maryland. In 1916 Bank Commissioner Downs 
asked Attorney General Ritchie for an opinion on the power of State 
banks to establish branch banks under the general law. In his reply, 
1 Op.Atty. Gen. 28, Mr. Ritchie pointed out that some of the pro- 
visions of the State Bank Law seemed to imply the power of banks to 
have branches, while others did not. He said that in the absence of any 
decision on the question, he was unable to advise with certainty which 
view the courts would take. He then offered the following suggestion: 


“As a practical matter, however, I do not think that your De- 
partment is necessarily called upon to take a position upon this 
disputed legal question which will be adverse to the power of the 
banks to establish branches, as many of them have done for years, 
without any express authority in their charters, but with the full 
knowledge and acquiescence of the state authorities. 

“The principal object of your Department is for the protection 
of the depositors and the public who deal with the banks, and if 
you see that the banking laws, which aim to accomplish this, are 
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faithfully compiled with, then I see no reason for your Department 
to take the position that the banks shall not maintain branches, 
when it is by no means clear that they cannot legally do so, and 
when there is at least as much to be said in favor of the view 
that they can, as in favor of the view that they cannot.” 


The doubt was removed by Chapter 268 of the Laws of 1920. That 
Act directed that any bank or trust company which shall establish any 
branch outside of the city, town or village in which it is located shall 
add to its capital stock in the amount prescribed according to the popu- 
lation of the community, unless the paid-in capital of the bank or trust 
company is already sufficient to provide the capital required by a bank 
doing business in the city, town or village in which it is located and for 
branches in cities, towns or villages in which it proposes to establish 
branches. Code 1951, art. 11, secs. 28, 53. 

In 1924 the Legislature tightened the Bank Law by Chapter 266 of 
the Laws of 1924, which inserted the following provisos in Sections 20 and 
42 of Article 11 of the 1912 Code, codified in the 1951 Code as Sections 
28 and 53: 


“ 


. . . provided, however, that no branch shall hereafter be 
established by any bank, in the city, town or village, where said 
bank is now located, until said bank conforms to the requirements 
herein provided, as to the minimum amount of capital stock for 
banks in said city, town or village.” 


“ | .. provided, however, that no branch shall hereafter be 
established by any trust company in the city, town or village 
where said trust company is now located and engaged in business, 
until said trust company conforms to the requirements herein pro- 
vided as to the minimum amount of capital stock for a trust com- 
pany in said city, town or village.” 


In Weer v. Page, 1928, 155 Md. 86, 141 A. 518, the appellants brought 
suit for an injunction against Bank Commissioner Page, who had re- 
fused to approve a charter for a State Bank in Sykesville. The Bank 
Commissioner felt that it would not be expedient to grant the charter 
because he thought there was no need for a bank there and it would 
not have a reasonable chance for success. He relied on the provision that 
the Bank Commissioner shall ascertain whether the character, res- 
ponsibility and general fitness of the persons named in the certificate 
of incorporation are such as to command confidence and warrant belief 
that the business of the proposed corporation would be honestly and 
efficiently conducted, and whether the public convenience and advantage 
would be promoted by allowing such corporation to engage in business. 
Code 1924yart. 11, sec. 22, Code 1951, art 11, sec. 30. It was held by this 
Court that this section of the Bank Law supplied sufficiently definite 








662 THE BANKING LAW JOURNAL 


standards for the approval or refusal of a charter, and that the fact that 
it did not apply to private banks or the establishment of branch banks 
by existing corporations did not render it invalid. 

At its regular session in 1933 the Legislature tightened the law re- 
lating to mutual savings institutions. It repealed and reenacted Sec- 
tion 20 of Article 11 of the 1924 Code, codified in the 1951 Code as 
Section 28, which prescribes the amount of capital and surplus required 
for parent and branch banks. It expressly provided that for the pur- 
poses of this section the term “bank” shall include savings institutions 
having capital stock. 

At the extra session in 1933 the Legislature tightened the law re- 
lating to banks and trust companies. Chapter 23, codified as Section 
65 in the Code of 1951, provides that any bank or trust company 
organized under the laws of Maryland shall have the power to establish 
and operate a branch or branches in the city or county in which 
it is located or at any point within the State “after having first obtained 
the approval of the Bank Commissioner.” It then provides that the 
approval of the Bank Commissioner “may be given or withheld in his 
discretion, and shall not be given until he shall have ascertained to his 
satisfaction that the public convenience and advantage will be promoted 
by the opening of any such branch or branches, and that said bank or 
trust company has complied with the other terms and conditions pre- 
scribed by this Article.” However, this Act applies only to banks and 
trust companies, and does not apply to mutual savings institutions. 

It was in 1935 that the Legislature passed the Act upon which de- 
fendants now rely. Laws 1935, ch. 498, Code 1951, art. 11, sec. 40. This 
Act provides as follows: 


“No savings institution or savings bank hereafter incorporated 
shall have any capital stock, but shall be a mutual association. 
With the approval of the Bank Commissioner, any mutual savings 
institution shall have the right and authority to establish in the 
same city, town or village and maintain branches where its guaran- 
tee fund equals the minimum requirements as to capital of State 
banks in the same locality.” 


This Act came before the Court of Appeals for construction in 1954 
in Kirkwood v. Provident Savings Bank of Baltimore, 205 Md. 48, 106 
A.2d 103, 105. It there appeared that the Provident Savings Bank was 
chartered by an Act of the Legislature in 1888 to establish “‘a central 
office in the city of Baltimore, and branches in said city and in the 
counties of the State of Maryland.’” Laws 1888, chs. 69, 245. In that 
case we decided that the Legislature had not abrogated or reduced Provi- 
dent’s charter power to establish branch banks anywhere in the State 
of Maryland. 
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A somewhat similar question arose in Media Title & Trust Co. v. 
Cameron, 289 Pa. 96, 1387 A. 129, 180. The trust company in that case 
had been authorized to transact business anywhere in Delaware County, 
Pennsylvania, with its principal office in the borough of Media. The 
trust company had been operating a branch office in the township of 
Upper Darby in Delaware County. The Secretary of Banking of Penn- 
sylvania ordered the trust company to close the branch office. He 
contended that, under an Act passed by the Legislature of Pennsylvania 
in 1917, Act July 28, 1917, P.L. 1235, no trust company could lawfully 
maintain any branch office elsewhere than in the city, borough, or town- 
ship in which the principal office is located. The Supreme Court of 
Pennsylvania, however, upheld the right of the trust company to con- 
tinue to operate its branch. Justice Simpson, speaking for the Court 
said: 


“The statutory authorization to have such branches is not ex- 
pressly repealed, nor is there any necessary implication that it was 
intended to be limited in the way stated. The Legislature, which 
fixes the public policy of the state, has said there may be such 
branches; defendant says there may not be, probably with no 
thought of assuming power he did not possess, but because of his 
misconstruction of the law, or at most, because in his judgment the 
general policy of having them is an unsafe one. The Legislature 
has not given to him, however, the right to declare what shall be 
the state’s public policy on this point, or to repeal its enactments. 
We do not say that he may not, within appropriate limits, inter- 
fere with an erroneous doing of that which corporations, subject 
to his supervision, have power to do when done properly. .. . 
What we now decide is that defendant cannot successfully mis- 
construe the law and base an alleged exercise of discretion thereon; 
nor can he, by the exercise of a so-called discretion, make for the 
state a public policy antagonistic to that enacted by its Legisla- 
ture.” 


The Saint James Savings Bank of Baltimore City succeeded the 
Saint James Savings Institution of Baltimore City, which was or- 
ganized under the laws of Maryland in 1878 with authority to carry 
on its operations “in the City of Baltimore in the State of Maryland.” 
The present corporation was formed in 1884 under the name of the 
Saint James Savings Fund of Baltimore City. The certificate of in- 
corporation provided “that its operations are to be carried on in the 
State of Maryland and that its principal office will be located in the 
City of Baltimore.” The name of the corporation was subsequently 
changed to the Saint James Savings Bank of Baltimore City. 

As we have seen, branch banking was carried on in Maryland for 
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some years before it was given the express approval of the Legislature 
in 1920. Appellant’s charter was approved by one of the Judges of the 
Supreme Bench of Baltimore City in 1884. The charter required its 
“principal office” to be located in Baltimore, but authorized it to conduct 
its operations anywhere in the State of Maryland. It is clear that ap- 
pellant, under the broad language of its charter authorizing it to carry 
on its operations “in the State of Maryland” with its principal office in 
Baltimore, has the power to establish branches in the counties as well 
as in Baltimore. 


This has always been the understanding of appellant’s officers. 
It was the interpretation they placed upon it 55 years ago. Obviously 
they had no doubt of appellant’s power to operate branches anywhere 
in the State of Maryland, because they opened a branch office in 1900 
at the corner of Fait Avenue and Bouldin Street, which was then 
located in Baltimore County. Nine years later the office was moved 
from that location to 3401 Eastern Avenue, which also was in Baltimore 
County. This branch is still being operated at that location, although 
it is now in Baltimore City, having been brought within the city limits 
by the Baltimore City Annexation Act of 1918. Laws 1918, ch. 82. Dur- 
ing the entire period of 18 years when the branch office was located in 
Baltimore County, no State official, or any other person so far as we 
are aware, ever questioned appellant’s right to operate this office beyond 
the city limits of Baltimore. 


As we found in the case of the Provident Savings Bank, we likewise 
find here that there is no repugnancy between the charter of the St. 
James Savings Bank and the Act of 1935. The title of the Act gave no 
notice of any change in the State Bank Law except the re-enactment 
of one section for the purpose of “authoizing mutual savings institutions 
to establish and maintain branches under certain conditions.” The title 
gave no notice of any intention to abrogate or reduce the charter power 
of any mutual savings institution. 


For the reasons stated we find it necessary to reverse the decree dis- 
missing the bill of complaint. We will remand the case to the Court 
below for the passage of a decree (1) declaring that appellant has the 
power to establish branch offices in the counties of Maryland without the 
Bank Commissioner’s approval and (2) granting the prohibitory in- 
junction sought by appellant against the Bank Commissioner and the 
Attorney General. P 


Decree reversed and case remanded for the passage of a decree 
in accordance with this opinion, with~¢osts. 
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Creditor Bank May Claim Lien on Check- 
ing Account Despite Existence of Security 


Must a bank exhaust the collateral of its debtor before 
being entitled to charge a note against he debtor’s deposit 
account? A Georgia court has answered this question in the 
negative in a recent case, holding that where a secured debtor 
of a bank did not pay past due notes, the bank may either 
proceed against the security or set-off against the debtor’s ac- 
count. Moreover, the bank may pursue either or both of these 
remedies and the choice of one procedure does not preclude 
its right to follow the other. Levin v. First National Bank of 
Atlanta, Court of Appeals of Georgia, 87 S.E.2d 360. The 
opinion of the court is as follows: 


TOWNSEND, J.— 1. A garnishee to whom the defendant in the 
main case (an attachment proceeding) owes money on a past-due ob- 
ligation has a lien on the funds of such defendant in the garnishee’s 
possession at the time of the service of the summons of garnishment, 
which his superior to the lien of the attaching creditor in the garnish- 
ment proceeding. W. C. Caye & Co. v. Milledgeville Banking Co., 
Ga.App., 86 S.E.2d 717. 


2. That the garnishee, a bank to which the attachment debtor owed 
a sum of money secured by past due notes and also by a bill of sale 
to secure debt to an automobile reserving title in the lender, had after 
the service of the summons of garnishment filed a foreclosure proceed- 
ing against the property secured, which had not been served because 
neither the debtor nor the property could be found within the State, 
did not by so doing elect an inconsistent remedy, so as to preclude it 
from claiming its lien upon the debtor’s checking account which was 
in its possession and constituted an indebtedness by it to the debtor. 
A plaintiff is under no legal obligation to proceed first against the 
security, but may elect to proceed with his remedies under the bill of 
sale to secure debt, or to sue the debtor on the note, or he may do 
either. He may also pursue both remedies concurrently until the debt 
is satisfied. Equitable Life Assur Soc. v. Pattillo, 37 Ga.App. 398, 400, 
140 S.E. 403; Oliver v. Slack, 192 Ga. 7(2), 14 S.E.2d 593; Clark v. 
Havard, 122 Ga. 273, 50 S.E. 108; Code, § 3-114. Accordingly, the un- 
successful attempt to foreclose against the property did not estop the 
garnishee from claiming its lien on the property of the debtor in its 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 806. 
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possession, a fund in a checking account; and this is all the more true 
where the notes of the debtor to the bank contain a provision to the 
effect that any deposit account of the debtor might at any time be 
charged off against the maker’s indebtedness to the bank. 


8. The evidence on the trial of the traverse to the answer of the 
garnishee did not demand a finding that the bank, by accepting late and 
partial payments in the past, had waived its right to insist upon the 
fact that the indebtedness of the attachment debtor to it was past due 
and unpaid. This is particularly true in view of the provision in the 
note to the effect that, “should said payee or assigns deem itself insecure, 
the entire indebtedness hereby secured shall, at the option of said 
payee or assigns, become immediately due and payable,” and in view of 
the evidence to the effect that the debtor had left the State, taking the 
automobile with him. Further, a garnishee may set off an indebtedness 
against a nonresident debtor, whether due or not. Holmes & Co. v. Pope 
& Fleming, 1 Ga.App. 338(4), 58 S.E. 281; Mutual Reserve Life Ins. 
Co. v. Fowler, 2 Ga.App. 537, 59 S.E. 469; Ownby v. Wager, 64 Ga.App. 
433, 436, 13 S.E.2d 686. 


4. “Garnishment proceedings in this state, being statutory, are not 
controlled by equitable rules in the distribution of the fund, such as 
obtain in direct equity proceedings or in money rules, where equitable 
principles have been held applicable. . . . Especially is it true that 
equitable rules cannot be applied to garnishments tried in city courts or 
other courts with only common-law jurisdiction.” Few v. Pou, 32 
Ga.App. 620, 624, 124 S.E. 372, 374. Accordingly, the judgment here, 
finding against the traverse to the garnishment, is not contrary to law 
on the ground that the garnishee should have been forced to look solely 
to the automobile as a source of payment of its indebtedness, and re- 
lease its lien on the deposit account of the debtor in its possession in 
favor of the unsecured plaintiff in attachment, which had a junior lien 
by virtue of the garnishment. This is particularly true where the prop- 
erty had been removed from the State and perhaps made inaccessible 
to the garnishee. 

The trial court did not err in its judgment in favor of the garnishee. 


Judgment affirmed. 
GARDNER, P. J., and CARLISLE, J., concur. 








COMMERCIAL CREDIT 
LAW LETTER 


By Tuor W. Kou, Jn.. Member New York Bar 


Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional 
sales and chattel mortgages and other secured transactions. 





This seems to be the sea- 
son for cases concerning 
chattel mortgages. Many ap- 
peared this summer ranging 
all the way from those con- 
cerning rights against trus- 
tees in bankruptcy to cor- 
rect and timely filing of 
necessary mortgage papers. 
It is an interesting side 
light to those whose busi- 
ness deals with chattel 
mortgages to realize that 
the case law regarding this 
type of credit instrument 
derives from two classes of 
cases whereas law regarding 
other commercial paper us- 
ually does not. Since the 
chattel mortgage is a fairly 
common and uncomplicated 
type of transaction, private 
individuals and relatively 
small companies often find 
themselves acting as mort- 
gagees, whereas with trust 
receipts, trust deeds, and 
conditional sales to an ex- 
tent, the holders are more 
often than not institutions 
whose business it is to pro- 
vide financial assistance 
to individuals and other 


business organizations. 

It is of course hard to 
determine what over-all ef- 
fect this has on the type 
of decision handed down from 
day to day by the courts. 
But undoubtedly in many 
chattel mortgage cases the 
courts must take into ac- 
count the fact that an "un- 
commercial" individual is 
involved whereas with the 
other instruments held by 
business institutions the 
courts must certainly be 
more strict in construing 
statutes and applying legal 
standards. 

* * x 
TRUST RECEIPT AND 
CHATTEL MORTGAGE 

A quite unusual case has 
occurred in Wyoming con- 
cerning the rights of two 
institutions, one holding a 
trust receipt, the other a 
chattel mortgage. The bank 
which had the trust receipt 
lost out. It had advanced 
funds to a car dealer under 
a trust receipt and blanket 
mortgage arrangement which 
permitted the dealer to sell 
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cars so financed "in the 
ordinary course of busi- 
nesse" One of the cars was 
sold to the dealer company's 
president under a so-called 
demonstrator plan. A chat- 
tel mortgage was given by 
the purchaser and was ulti- 
mately sold to a finance 
company. When there was a 
default in payments the fin- 
ance company was allowed to 
take the car free and clear 
of the bank's interest under 
the trust receipt. 

The bank claimed a demon- 
strator sale was not a sale 
in the ordinary course of 
business and that conse- 
quently its rights were 
prior to the finance com- 
pany’s but the court ruled 
even though such sales were 
only a small part of the 
dealer's business they were 
nevertheless a recognized 
part of the business of sell- 
ing cars. Furthermore, the 
fact that the dealer's 
president knew of the bank's 
interest made no difference 
Since the finance company 
took the mortgage without 
knowing this and took it in 
the ordinary course of its 
business. General Credit 
Corp. v. First National Bank 
of Cody, Wyoming Supreme 
Court, May 10, 1955. 


* * * 


CHATTEL MORTGAGES— 
FAILURE OF INTEREST 

A case has been reported 
recently which might be said 
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to take the cake in the way 
of audacity on the part of a 
chattel mortgagor. He reg-=- 
istered in his own name a 
car purchased with funds 
taken by a friend from her 
husband. Subsequently he 
mortgaged the car to an at=- 
torney in order to secure 
the latter's fee in defend- 
ing the mortgagor in a 
divorce suit by the husband 
against his wife which named 
the mortgagor as co-respond= 
ente The court ruled that 
the mortgage was of no effect 
and could not be enforced by 
the attorney since the mort=- 
gagor had no real monetary 
interest in the car. Evans 
ve Evans, Tennessee Court of 
Appeals, April 19, 1955. 


* * * 
FEES ASSESSED OUT OF SALE 
PROCEEDS OF 


MORTGAGED PROPERTY 

It often behooves bank and 
finance officers to make 
certain their attorneys in- 
stitute the sort of suit that 
will permit them to realize 
the most on their security. 
If this situation is not 
handled carefully substan- 
tial losses can occur as 
evidenced by a recent case 
in the federal courts. A 
mortgagee had petitioned the 
receiver of a bankrupt, to 
take possession of chattels 
subject to a mortgage. This 
was done and the property, 
which turned out to be the 
only property of the bank- 
rupt's estate, was sold. 
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The bankruptcy trustee and 
the referee were allowed 
their fees out of the pro- 
ceeds of sale, the balance 
being paid to the mortgagee. 
Since this amount was less 
than the mortgagee's loan, 
he objected to the assess- 
ment of fees but it was al- 
lowed by the court since the 
Sale proceeds were the only 
funds out of which the fees 
could be paid and since the 
mortgagee had voluntarily 
asked the bankruptcy court 
to take jurisdiction of the 
matter. In re Karolevitz, 
United States District 
Court, District of Minne- 
sota, April 18, 1955. 
* x * 

INVALIDATION OF 
CHATTEL MORTGAGE 

A section of the Oklahoma 
Statutes states in part "A 
mortgage of personal prop- 
erty is void as against 
creditors of the mortgagor, 
Subsequent purchasers and 
encumbrancers of the prop- 
erty for value unless the 
original, or a certified 
copy thereof be filed, etc." 
With this statute on the 
books what would a court 
decide if two mortgagees 
claimed an interest in the 
same property when neither 
of their mortgages had been 
filed? When presented with 
this question, the Oklahoma 
Supreme Court ruled the 
second mortgagee prevailed 
despite the fact that the 
first mortgagee had repos- 
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sessed the automobile which 
was the subject of bothmort- 
gages. Not only did the 
court hold that an unfiled 
mortgage was invalid as 
against a subsequent unfiled 
mortgage but it took the 
trouble to overrule speci- 
fically an earlier Oklahoma 
case which was not in line 
withthis decision. Edge v. 
Smith, Oklahoma Supreme 
Court, April 26, 1955. 
*x * * 

TAX LIEN PRIOR TO 
CHATTEL MORTGAGE 

When a federal tax lien 
and a chattel mortgage are 
both on the same property at 
the same time, it is a fairly 
safe assumption that the 
government is going to win. 
This theory was borne out in 
a Maryland case where a lien 
for federal taxes was filed 
and later a chattel mortgage 
was filed on the same prop- 
erty. The mortgagee in- 
sisted his mortgage lien was 
prior to the claim for taxes 
on the ground that a state 
Statute required that ef- 
fective liens came into 
existence only after a judg- 
ment had been rendered and 
execution on it issued. In 
holding that the tax lien 
was prior to the mortgage 
lien the court noted that the 
State statute did not apply 
to the federal government. 
United States v. Levin, 
United States District 
Court, District of Maryland, 
February 18, 1955. 





BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New developments affecting the regulation of banks, small loan 
and finance companies, credit insurance and other related fields, as 
reported from state capitals throughout the country, include the fol- 
lowing: 


ALABAMA: In filing suits against three Montgomery firms to 
prevent further alleged violation of the state’s usury laws, Alabama 
Attorney General John Patterson indicated additional similar actions 
would be brought in a full-scale drive against small loan companies. 


Patterson announced his office had filed petitions for writs of in- 
junction against the Tide Finance Co., Employes Finance Co., and the 
Home Financing Co., all of Montgomery. 

“These petitions in effect ask the Circuit Court of Montgomery 
County to enjoin these companies from their continuous violations of 
the usury laws of Alabama,” Patterson said. “We have information 
of flagrant and continuous violations of the law by the aforementioned 
small loan companies, as well as many others, and it has become such 
a matter of public concern that it no longer can be ignored... 

“For many years, these small loan companies, as well as others have 
collected exhorbitant and unconscionable rates from the people who must 
borrow through them. 

“Although the maximum legal rate of interest is 8 per cent per 
annum, these money lenders habitually and intentionally violate the 
usury law by requiring the borrower to pay usurious interest, which 
frequently amounts to between 500 and 1,000 per cent per annum.” 

Observing that an “amazing” number of the approximately 800 small 
loan companies operating in Alabama are owned by individuals and 
corporations from out-of-state, Patterson said: 


“These companies, as well as those which are home-owned, must 
be made to abide by policy and the positive mandate of the law of 
Alabama. I sincerely hope through these injunctive proceedings, and 
others which will follow, we will be able to relieve many thousands of 
Alabama citizens from usurious and illegal obligations which are such 
a heavy economic burden to them.” 


Pending in the Alabama legislature, meanwhile, were bills pro- 
posing more stringent regulation of small loan firms, including the fix- 
ing of maximum monthly interest rates and stiff penalties for violation. 
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Also introduced in the Alabama legislature was a bill to escheat to 
the state bank deposits unclaimed for 10 years. Under this bill, the 
money would be earmarked for public schools in the county where the 
banks are located. 


CALIFORNIA: A new California law, scheduled to go into effect 
Oct. 1, establishes mortgage interest schedules for real estate loan 
agents. 

It limits costs of preparing loans to $250 and requires the agent to 
give the borrower a statement of all costs, fees and expenses. 

Assemblyman Charles Chapel, Los Angeles County Republican, who 
sponsored the bill in the legislature, said it is necessary because “citizens 
of small means who need to make loans on their homes are being re- 
quired to pay exhorbitant and excessive fees.” 

Under the new act, the limits apply to first and second mortgages. 
Interest rates on first mortgages are set at 5 per cent on a three-year 
loan and 10 per cent for a longer period. On second mortgages, the 
rates are scaled at 5 per cent for less than two years, 10 per cent 
between two and three and 15 per cent for more than three years. 


CONNECTICUT: Constitutionality of a 1953 Connecticut law 
which makes dividends paid to members of savings and loan associa- 
tions subject to the state’s 3 per cent corporation business tax was 
upheld by the State Supreme Court of Errors. 

The First Federal Savings and Loan Association of New Haven 
had questioned the validity of the state law in view of the fact that 
such dividends are exempt under the federal income tax law. 

The court said, however, that while some provisions of the federal 
law are incorporated in the state law, this was not decisive of the 
issue. It added that it was the clear intent of the state legislature that 
such dividends be subject to the state corporation business tax. 


GEORGIA: State Insurance Commission Zack Cravey’s office an- 
nounced that an estimated 100 new small loan firms have sprung up in 
Georgia since enactment this year of a new state law governing such 
companies. 

A total of 534 small loan firms were licensed as of June 30, with ap- 
plications on file from 40 others, it was disclosed. 

Ralph Cadle, head of the small loan division in Cravey’s department, 
said there was a “definite increase” in interest in establishing new small 
loan firms under the new state law, especially from out-of-state firms. 
The latter, he added, previously had been wary of locating in Georgia 
because they did not consider state laws adequate. 

State Senator Everett Millican, who opposed the new law when 
it was before the legislature, contends the new act is the most attractive 








672 THE BANKING LAW JOURNAL 


in the country to small loan operators. He indicated he would seek 
the enactment of more stringent legislation next year. 


MASSACHUSETTS: A bill to establish the first usury law in 
Massachusetts history was favorably reported to the state legislature 
by its committee on banks and banking. 

The committee was unanimous in advocating the measure which would 
iauthorize rates up to 18 per cent a year on loans of more than $1,000. 

In another development, Governor Herter signed a measure provid- 
ing for continued legislative interim study of the proposed uniform 
commercial code. 


MICHIGAN: Amendments to the Michigan credit union act were 
approved by the recent state legislative session and signed into law 
by Governor Williams. 


Jointly agreed on by leaders of the Michigan credit union movement 
and State Banking Commissioner Maurice Eveland, the amendments 
are designed to provide for conditions which the credit unions and the 
State Banking Department currently face. They are the first changes 
in the law since it was enacted in 1925. 


Principal changes include an increase in the examination fee which 
the banking commissioner may charge; specific authorization to credit 
unions to purchase share and loan insurance for members; provision of 
a simplified procedure for extending the corporate life of a credit union 
upon expiration of its charter; provision for conversion of state-chartered 
credit unions to federal charter and from federal charter to state 
charter; and limiting state-chartered credit unions to purchase of shares 
of savings and loan associations in Michigan only. 


NEW JERSEY: A resolution advocating the enactment of legis- 
lation to provide “broadened opportunity” for mutual savings banks 
to operate branches was adopted by the Savings Banks Associations of 
New Jersey at its recent annual convention. 


Present New Jersey law provides that branches must be limited to 
city limits of the bank’s head office community, and to cities or towns 
within the county where no other bank or branch exists, providing that 
a branch may be acquired by purchase of an existing bank. 

If there is a branch of a national or state bank already in a commu- 
mity, no other branch may be opened or operated there. This is not 
an insurmountable handicap for commercial banks, since they can buy 
or merge operating commercial banks. However, for the mutual sav- 
ings banks, which cannot under the law acquire an existing commercial 
bank the provisions virtually deny branches in important developing 
suburban areas. 
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In another development, Governor Meyner signed into New Jersey 
law two bills designed to eliminate discrimination in the granting of 
mortgage loans. 

Sponsored by Assemblyman Edward T. Bowser, Sr., Essex County 
Republican the measures prohibit discrimination based on race, creed, 
color, national origin or ancestry. Covered by the non-discrimination 
requirement are interest rates, terms and duration of loans. 


NORTH CAROLINA: In his first use of authority granted by the 
1955 North Carolina legislature to fix the rates charged for credit ac- 
cident and health insurance, State Insurance Commissioner Charles F. 
Gold scheduled public hearings for July 27. 

The commissioner notified the companies selling such insurance that 
the hearings would be for the purpose of determining rates for the 
coverage. 

Gold also advised the firms they will be asked to show cause why 
present credit accident and health policies and the rates charged on 
them should not be disapproved on the grounds that benefits are un- 
reasonable in relation to the premium charged. 

The legislature granted the commissioner the rate-fixing power be- 
cause small loan agencies require their customers to purchase credit ac- 
cident and health policies and also the fact that credit accident and 
health claims paid out by the insurance companies writing that type 
of business are relatively low. 


OHIO: Governor Lausche signed into Ohio law a legislative bill 
permitting state banks to buy Canadian securities and increasing their 
lending power from 60 to 66 2/3 per cent of their appraised value of a 
real estate parcel. 

Also signed by the governor was a bill increasing bank examination 
fees and boosting the pay of bank examiners and supervisors. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 





Bank Negligent in Permitting Withdrawal From Joint Account 





McDonald, Executor v. Manufacturers Trust Company, New York Court of 
Appeals, April 28, 1955 


Decedent and his wife maintained a joint checking account in the 
defendant bank. Decedent advised the bank by phone, and thereafter 
by letter in a form dictated to him by the bank assistant manager, that 
the funds in the joint account should be paid out only to himself. 
Decedent’s wife subsequently withdrew funds from the account and 
decedent’s executor sued the bank to recover the sum withdrawn. Sec- 
tion 134 of the New York Banking Law provides that a bank shall be 
protected by paying sums in a joint account to either joint depositor un- 
less it receives written notice not to pay out deposits “in accordance 
with the terms thereof.” The trial court ruled that even though the 
notice given by the decedent to the bank was not the notice in writing 
required by the Banking Law, the jury could find that the bank was 
nevertheless liable for negligence in permitting the withdrawal not- 
withstanding the statute. The Court of Appeals affirmed the judg- 
ment in the trial court for the decedent’s executor. 


Trustee’s Sale of Exchanged Stock 





In re Bank of New York; Matter of Heminway, Supreme Court of New York, 
133 New York Law Journal 6 (January 19, 1955) 


A trust instrument provided that the trustee could not sell the stock 
of X Company, which formed the trust corpus, without the written 
consent of the grantor. Thereafter, X Company merged into Y Com- 
pany, and the trustee received Y Company stock for the old shares. 
The trustee sought instructions as to whether the Y Company shares 
were substantially the same as the X Company shares so as to come 
within the requirement that the grantor’s consent be obtained before 
the shares were sold. The court, noting the differences as to capitaliza- 
tion etc., held that the Y stock was not the equivalent of the X stock 
and therefore the consent of the grantor to a sale need not be obtained. 
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More Than One Will Admitted to Probate When Not Inconsistent 





Howard’s Estate; Duys v. National Trust Company, Ltd., Utah Supreme 
Court, January 6, 1955 


Testatrix left four separate wills at her death, the wills being dated 
1939, 1950, 1949 and 1952. None of the wills contained any express 
revocation of the earlier ones, and no clear intent of the testatrix to 
revoke any of them appeared. The last two instruments did not dis- 
pose of testatrix’s entire estate and the terms of all four instruments 
were not, by and large, inconsistent. The court held that all four 
wills were properly admitted to probate and all were effective insofar 
as their dispositions of the estate were consistent with each other. Where 
there were inconsistencies, the later wills were held to revoke the earlier 
wills. 


Donee’s Non-Exercise of Power of Appointment Reinvests Property 
in Donor’s Estate 





Butler v. Citizens & Southern National Bank, Georgia Supreme Court, 
February 16, 1955 


In his will decedent created a trust of all his property, making his 
wife the life beneficiary and giving her a power of appointment of the 
remainder interest by her will. His will did not make any disposition 
of his estate if his wife failed to exercise the power of appointment. The 
wife died without exercising the power. The court held that by opera- 
ton of law a new trust was thereby created, reinvesting the original 
trust property in decedent’s estate. Moreover, decedent’s heirs who 
are entitled to take the remainder interest must be determined as of 
the date of death of the life beneficiary, the wife, and not as of the 
date of decedent’s death. r 


“Nest Egg” Trust for Son Not Included in Decedent’s Estate 





Estate of Frank H. Stephens v. Stanley Granger, United States 
District Court, W.D. Pennsylvania, January 26, 1955 


In 1936 decedent created a living trust for the benefit of his eight- 
year-old son. During the minority of the son all the net income from 
the trust was either accumulated or invested, but neither it nor any 
of the principal was ever used for the benefit of the son prior to 
decedent’s death. The trust was irrevocable, the decedent was not a 
trustee and he could neither enjoy the income nor change the bene- 
ficiary. Income tax was always paid by the trustees. It was held 
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by the District Court that the trust property could not be included 
in the decedent’s gross estate upon his death in 1946 as the subject 
of a transfer with possession or enjoyment retained. The trust instru- 
ment does not show that the decedent intended to discharge his obliga- 
tion to support and maintain his son by creating the trust. It was 
simply a nest egg for the benefit of the son. Consequently the decedent 
retained nothing for purposes of the federal estate tax. 


No Justification for Corporate Trustee’s Desire to Resign 





In re New York Trust Co.; Estate of Wacht, Supreme Court, Appellate 
Division, New York, February 23, 1955 


By majority vote, individual trustees, each of whom had an income 
interest in the trust, overruled the investment policy advocated by the 
sole corporate trustee. The corporate trustee then applied to the sur- 
rogate to resign as a trustee. The application was denied on the ground 
that efficient administration of the estate requires one trustee with 
completely independent judgment who can represent the remainder in- 
terests. In affirming the surrogate’s decision, the Appellate Court 
pointed out that the corporate trustee entered upon its duties with full 
knowledge that at some time it might be in the minority on investment 
policy. The testator clearly wanted a corporate trustee participating 
in the trust administration. “By continuing to offer its past conscientious 
and considered advice and service the corporate trustee can discharge 
a needed and useful purpose .. .” However, the Court added, if 
another trust company with comparable facilities is ready to serve 
as substitute trustee the application to resign should be reconsidered. 


Self-Dealing by Corporate Trustee 





Hutchings v. Louisville Trust Company, Kentucky Court of Appeals, 276 
Southwestern 2d 461, rehearing denied March 11, 1955. 


Part of the assets of a trust consisted of participating trust certifi- 
cates of two banks, one of which was the trustee bank. Subsequently 
the two banks formed a holding company, turning over all their as- 
sets to the new company, and in exchange for participating certificates 
they received capital stock of the new company at the rate of two 
shares of stock for one certificate. In 1930 the trustee bank distributed 
the trust estate to the remaindermen, and it was discharged as trustee 
and its settlement report was approved and confirmed. In 1931 the 
holding company failed and its stock became worthless. Two of the 








THE BANKING LAW JOURNAL 677 


remaindermen sued the bank years later, alleging self-dealing at the 
expense of the trust. The Court held for the remaindermen, stating that 
the bank, as a fiduciary, dealt with the trust property for its own in- 
terests. It is a violation of the trust for a corporate fiduciary to place 
itself in a position where its interest conflicts with the beneficary’s. And 
the earlier final account and discharge cannot be binding on a party, 
even though he did not then object, if no disclosure of self-dealing by the 
trustee appears in such account. “It was the duty of defendant to dis- 
close all of the material facts that would put the beneficiary upon notice 
that a breach of trust may have been committed.” 


Delivery of Bank Deposit Book As a Gift Causa Mortis 





King, Executrix v. Merryman, Administratrix, Virginia Supreme Court of 
Appeals, March 7, 1955 


An 82-year-old man in enfeebled condition changed a savings bank 
account owned by him solely to a joint account to his name and one 
of his daughters “subject to the check of either of us or the survivor.” 
Shortly before his death two years later he delivered the account book 
to that daughter. The daughter, in an action brought by the deceased’s 
other children, contended that the deposit was hers because of the 
change of the account to her name jointly and because delivery of the 
account book was a gift made in apprehension of death. The Court 
held (1) unless an intention manifestly appears from the tenor of the 
{instrument that the survivor is to succeed to the share of the one dying 
there is no right of succession in the survivor, and no such intention 
manifestly appeared in this case, either from the instructions to the 
bank or the form of the deposit, (2) there was no evidence to show 
that the deceased feared imminent death or made a gift in anticipation 
of death, and, therefore, the requisite elements of a gift causa mortis 
were lacking. 





TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes on banks, 
trusts, estates and gifts 





What Constitutes a Debenture For Stamp Tax Purposes 





In Sharow Steel Corporation v. United States (United States Dis- 
trict Court for the Western District of Pennsylvania, March 22, 1955) 
plaintiff corporation borrowed $6,000,000 from a life insurance company, 
which had no similar previous dealings with the corporation. The loan 
agreement imposed certain restrictions upon the corporation in the 
management of its business and provided that the note evidencing the 
debt could be “either in the original principal amount of $6,000,000 or 
is one of a number of Notes” each for $1,000 or a multiple thereof. 
The note or notes would mature in 20 years, one-third payable in the 
first 10 years and two-thirds in the last 10 years. The Court held that 
because of the restrictions imposed by the agreement, the fact that the 
parties had never before engaged in commercial loan transactions, the long 
term of the loan and the option regarding a single note or a number 
of notes, which thereby assured marketability, there was a combination 
of factors present which make the Note a debenture rather than a 
promissory note, and consequently a stamp tax was properly assessed 
on the transaction. 

However, in Follansbee Steel Corporation v. United States (United 
States District Court for the Western District of Pennsylvania, March 
22, 1955) plaintiff corporation gave a bank its note for a $2,500,000 loan 
and such note was held a promissory note rather than a debenture. The 
Court noted that the transaction was a straight commercial one. The 
loan was made in the regular course of business by a regular customer 
of the bank and was approved by the bank’s commercial credit depart- 
ment rather than by the investment committee. It was made in the 
same manner as were all of the bank’s commercial loans. Since the 
instrument was a promissory note no stamp tax should be assessed 
upon it. 


Bank’s Reserve For Bad Debts 





First National Bank of La Feria v. Commissioner of Internal Revenue, 
Tax Court of the United States, June 20, 1955 


Plaintiff, a national bank of Texas, in determining additions to its 
reserves for bad debts, used the experience of another bank in the 
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locality having loans comparable in nature and risk involved to those 
on its own books rather than using its own experience. The Tax Court, 
in sustaining the Commissioner’s finding of income tax deficiencies, 
stated that under a 1947 Commissioner’s ruling (Min. 6209) it is clear 
that a bank must “use its own experience in determining its 20-year 
moving average experience factor, unless it is newly organized or does 
not have a 20-year experience of its own, in which case it may use a 
substituted experience of another bank to complete the 20-year com- 
putation.” In this case, plaintiff bank had been in existence over 20 
years and a 20-year moving average ratio could be computed from its 
own experience. 


—_-- 


When May The Value of a Charitable Bequest of a Trust Remainder 
Subject to Invasion be Deducted from Estate Tax? 





In Third National Bank & Trust Company of Springfield v. United 
States (United States District Court, D. Massachusetts, March 14, 
1955) a testamentary trust named the decedent’s sister as life beneficiary 
with the remainder, at her death, to a charity. One of the trust pro- 
visions gave the trustee bank in its discretion the power to invade princi- 
pal for the sister’s benefit. The trustee claimed an estate tax deduction 
of the value of the charity’s reversionary interest. The Court disallowed 
the deduction because the reversionary interest given to the charity 
was not sufficiently certain and ascertainable in amount. There was 
no standard by which the possible exercise of the power to invade the 
principal could be measured and hence no way to appraise the amount 
the charity would ultimately receive. “It is the existence of the power to 
invade ... ., and not the practical likelihood of its use as shown by 
extrinsic circumstances that must govern the case.” 

Yet in South Carolina National Bank v. Bowers (United States Dis- 
trict Court, $.D. South Carolina, April 20, 1955) the Court permitted the 
estate tax deduction. Under the terms of the trust, stipulated monthly 
income was to be paid to three of decedent’s relatives, and upon their 
death the trust remainder was to be used for some worthy charitable 
purposes as the trustees in their discretion should determine. The terms 
of the trust permitted invasion of corpus should income be insufficient 
to meet the stipulated monthly payments. The Court held that there 
was sufficient income to meet the stipulated payments and that there 
was only a remote possibility of invasion of corpus. It was certain, in 
the Court’s opinion, that charity would receive the entire corpus. 





INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 





Business Outlook 


HE business outlook over the 
remainder of the year con- 
tinues to be good and no serious 
decline is expected in 1956, accord- 
ing to economist William R. Biggs 
of the Bank of New York. Next 
year, he observes, is an election 
year and “the powerful potential 
weapon of tax reduction is always 
available.” However, a levelling 
off in business activity does seem 
possible and Mr. Biggs suggests 
keeping a close watch over the ef- 
fects of tighter and higher cost 
credit on the housing, automobile 
and allied industries, as well as on 
plans for capital expenditures. 
Justified concern about the rate 
of increase in housing debt and 
terms of credit extension have im- 
pelled Government angencies to 
raise down-payment requirements 
and shorten the maturities of FHA 
and VA mortgages. These restric- 
tions, coupled with a less abund- 
ant supply of mortgage money and 
higher rates, could significantly 
affect residential building by this 
winter or the spring of 1956. The 
potential impact on building may 
be gained from the fact that 
Government underwritten FHA 
and VA loans accounted for about 
50 per cent of the housing starts 
in the second quarter of this year. 


In the installment credit area, 
member banks have been informed 
of the Federal Reserve System’s 
concern about the terms of pay- 
ment—including auto installment 
paper, which has been increasing 


at a record rate. A stiffening in 
purchasing terms and less abund- 
ant money could have an import- 
ant effect on 1956 auto sales, since 
the public has a large inventory 
of new cars and the forthcoming 
new models will not embody radi- 
cal changes. Nevertheless, a re- 
duced demand for such new models 
would not be evident before the 
year-end, as dealers absorb initial 
production for stock purposes. 

Mr. Biggs notes the opinion in 
some quarters that an increase in 
capital expenditures could be one 
of the factors offsetting a decline 
in residential building and in the 
automobile industry. In this con- 
nection, he wonders whether the 
hardening of interest rates and the 
greater difficulty of financing will 
markedly affect capital expendi- 
ture programs. He points out, 
however, that higher wage costs 
and rising demand may provide 
important incentives to capital ex- 
penditures, and that these incen- 
tives may be sufficient to limit the 
deterrent effect of tight money. 

It is in the field of capital out- 
lays by state and local govern- 
ments, however, that the effect of 
higher financing costs may be felt. 
Furthermore, the last session of 
Congress failed to agree on the 
means of financing a Federal high- 
way bill, which postpones: the 
eventual big stimulus to business 
activity from this source until at 
least 1957. In the interim, in view 
of the higher cost of funds to be 
borrowed, local authorities may 
postpone new road projects until 
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the outcome of the Federal plan 
becomes evident. 


Inventory liquidation, which was 
proceeding at an annual rate of 
$4.9 billion in the third quarter 
of 1954, has ended; in the second 
quarter of this year, the trend was 
up and inventory was accumulat- 
ing at an estimated annual rate of 
$4 billion. However, inventory 
accumulation, as a whole, has not 
progressed very far. Although wage 
increases and the threat of higher 
prices provide a strong incentive 
for further stocking, the tightening 
money situation may prove a de- 
terrent. 


With respect to credit control, 
the Federal Reserve, for some time, 
has been engaged in an unspectacu- 
lar policy of supplying less funds 
to the market than the level of 
business has required. Rise in 
rediscount and prime interest rates 
have merely reflected the effects 
of this policy, and the impending 
seasonal expansion of credit re- 
quirements will make this policy 
more effective over the near-term. 


But the Bank of New York 
economist lists some important 
offsets to the aforementioned fac- 
tors. These are record personal 
incomes, the high rate of employ- 
ment, and a rising wage level. Up 
to this point of time, incidentally, 
the latter has been achieved with- 
out a substantial increase in the 
cost of living. It should also be 
observed that the impact of some 
of these adverse items is not likely 
to occur before early 1956. 


Mr. Biggs also directs attention 
to some disturbing developments 
in the international field. He notes 
the prevailing optimism on the 
prospects of a lessening of cold 
war tensions but points out that 
this holds long-term dangers for 
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the democracies whose govern- 
ments must closely reflect current 
public opinion. There is not, and 
there could not be for some time, 
he declares, definite evidence of any 
real change of objectives on the 
part of the Communist world. And 
until such evidence is available, we 
must proceed on the assumption 
that the change which has occurred 
has merely been in the leaders’ 
methods of reaching these objec- 
tives. The new methods are far 
more dangerous than the old, he 
warns, because of the natural ten- 
dency of people in democracies to 
relax when not under pressure. 
This tendency to relax is already 
apparent in the unwillingness of 
Congress to support the Adminis- 
tration’s sound military reserve 
program and in the adoption of a 
much less effective plan. In Eng- 
land and other NATO countries, 
pressure for a reduction in the 
length of service required by the 
armed forces is evident. France 
has withdrawn to Africa a sub- 
stantial part of its contribution to 
the NATO army in Europe, while 
Canada has made arrangements to 
sell farm products to Iron Curtain 
countries on credit. While East- 
West trade — except on highly 
strategic goods—is very desirable, 
the extension of credit will serve 
to build up the Communist econ- 
omies at a much more rapid rate. 
The international balance of pay- 
ments must also be watched. In 
countries which are dependent on 
exports and which must import a 
large part of their raw materials, 
over-production, rising wages, and 
an improved standard of living can 
cause balance of payment prob- 
lems. This was true last year, 
especially in the case of Great 
Britain. A balance of payments 
strain may therefore slow down or 
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eliminate further improvement in 
business inside important countries 
in the western world. 


A Reappraisal of 
Construction Activity 


The record dollar volume of con- 
struction—following a decade of 
rising outlays for such activity—has 
led many analysts to wonder 
whether the end of this boom is at 
hand. Some $8 billion was expend- 
ed for new construction in 1939. 
In the first postwar year, the 
amount was $12 billion; in 1954, 
it totalled $38 billion; this year, it 
appears as though the $42 billion 
mark may be reached. For the five- 
year period, 1950-54, expenditures 
for new construction averaged $32 
billion; the comparative figure for 
1929 was $11 billion. 

This information is recited in a 
recent issue of the Monthly Re- 
view of the Federal Reserve Bank 
of Richmond, which suggests that 
recent dollar volume figures pre- 
sent a distorted record of real con- 
struction activity. “They need to 
be whittled down,” states the Re- 
view, “by allowances for increased 
construction costs, for population 
growth, and for the growth in the 
economy as a whole. When this 
is done, construction activity in 
recent years is not the rip-snorting, 
record breaking boom it appears to 
be.” 

The accompanying table, which 
is based upon data cited by the 
Richmond Reserve Bank, illus- 
trates this contention. 

Column I merely affords a ratio 
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comparison of reported dollar vol- 
umes of total construction in 1954 
and 1929. Column II eliminates 
the effect of the increases in costs 
by equating in terms of 1947 prices; 
this neutralization, as is evident, 
has a marked effect on comparisons 
and considerably deflates postwar 
expenditures. The ratio in Column 
III reflects adjustment of the raw 
dollar figures to allow for popula- 
tion growth; other things being 
equal, the current volume should 
be much larger than the 1929 to- 
tal, since 43 million more people 
and about 18 million more house- 
holds have been added to the de- 
mand side of the equation. Col- 
umn IV reflects adjustments for 
the “up-changes” in both costs and 
population and presents an entirely 
different picture from that painted 
by the unadjusted dollar amounts; 
it shows that the real volume of 
new construction in 1954 was only a 
little larger than 1929 performance. 

The Review also interprets the 
adjusted figures in relation to ag- 
gregate economic activity. “One 
indication of the existence and ex- 
tent of a construction boom,” it 
points out, “is the relative import- 
ance of the construction industry 
in the economy.” In this con- 
nection, it is observed that recent 
construction activity is of con- 
siderably less importance than it 
was in the boom and bust year of 
1929. As a matter of fact, although 
construction expenditures have in- 
creased steadily over the past ten 
years, the adjusted outlays for 
1954 were only 9.7 per cent of ag- 


Comparison of Construction Outlays: 1954 vs. 1929 
Adjusted to Reflect 


I II Ill IV 
Reported Constant Population Constant Dollars & 
Dollar Volume Dollars Changes Population Changes 
8.5: 1 1.5: 1 2.5: 1 1 plus: 1 
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gregate economic activity (repre- 
sented by gross national product 
adusted to constant 1947 popula- 
tion and prices). The comparative 
1929 percentage was 14.3. 

Of course, the fact that the real 
(or adjusted) volume of current 
construction is a smaller percent- 
age of aggregate output than it was 
in 1929 does not prove that weak- 
nesses in the present construction 
picture do not exist, or that a great 
deal of growth still lies ahead. 
However, this adjustment of con- 
struction expenditures for changes 
in cost and production, and the 
comparison of current activity with 
that in the previous boom year, 
present the current situation in 
clearer perspective. 

Today’s construction activity 
may be explained by the fact that 
the last peacetime construction 
boom ended twenty-five years ago. 
In the interim, the volume of pri- 
vate construction was cut to the 
bone—first by the depression and 
then by World War II. During 
this period, effective demand suf- 
fered a drastic reduction, although 
needs continued to mount. Subse- 
quently, the backlog of construc- 
tion projects rose to a level where 
even a decade of application by a 
greatly expanded industry has not 
satisfied demand. In addition, the 
economy has experienced unprece- 
dented growth during the inter- 
vening years. The most recent 
manifestation is an intense replace- 
ment demand, as competition and 
technical improvements have short- 
ened the life of old equipment. 

“Most impressive aspect of the 
postwar construction story,” con- 
cludes the Review, “has been its 
relatively restrained nature. It is 
no wonder that aggregate outlays 
have reached such large amounts; 
the real wonder is that current 
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levels are not much higher than 
they are.” 

It should also be noted that 1929 
did not represent the peak of new 
construction in the decade follow- 
ing World War I, but merely rep- 
resented the final year of the last 
peacetime construction boom. The 
big year was 1926. 
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Pension and 
Unemployment Funds 


Private and public trust funds, 
designed to provide for retirement 
and unemployment benefits, are 
expanding more rapidly than any 
other type of financial accumula- 
tion. 

Twenty-five years ago, remarks 
a recent issue of Business Condi- 
tions of the Federal Reserve Bank 
of Chicago, pensions were a very 
small affair. There were fewer 
than 2.5 million people covered by 
private pension plans, and about 
half of the 3 million government 
employees shared in the various 
civil service retirement funds. At 
that time, pension trust funds 


probably did not exceed $1 billion. 

Today, there are few people 
working who are not currently ac- 
cruing pension benefits under one 
or more plans. Close to 12 million 
people are covered under private 


plans while Social Security covers 
nearly all of these and over 50 mil- 
lion others. Other public plans— 
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mainly for government employees 
—cover about 7.5 million persons. 


In addition to the above, com- 
ments the Chicago Reserve Bank, 
we now have a large-scale govern- 
ment system for providing bene- 
fits to the unemployed which 
covers almost 40 million employees. 
Furthermore, recent pacts in the 
auto industry suggest that private 
systems will significantly supple- 
ment these payments. 

Balances in the various trust 
funds total over $65 billion. Of 
this amount, nearly one-third is in 
private pension funds, about a fifth 
is in public employee retirement 
funds, and about half in the funds 
which relate to government prog- 
rams providing retirement and un- 
employment benefits to employees 
of private and nonfederal estab- 
lishments. These are growing rapid- 
ly at the rate of over $5 billion 
a year and may be expected to ex- 
pand even more rapidly in the next 
few years, as more private prog- 
rams spread through industry. 





HOW TO AUDIT 
A BANK 


By MARSHALL C.- CORNS 


This new book is a practical guide to bank auditing 
routine and procedure. It is designed not only to show 
how to audit any bank as required by law but discusses 
in detail the responsibilities of directors, the pitfalls of 
bank management and operation, and the positive pro- 
tectional and precautionary controls to set up so as to 
avoid embezzlements and defalcations. It contains many 
samples, schedules and forms used in undertaking an 
audit so that it is complete in every way. 


The author is a recognized authority on bank manage- 
ment problems and auditing practices, procedures and 
routines. For many years he has been a management 
consultant and advisor to banks and has had a career 
in banking from practical bank clerk to bank president 
in both city and country banks, large and email. 


Over 84 exhibits add te the usefulness of the book 
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